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- ; FORENORD

The Agency for International Development and the State Uepartment,

sponsored t'day-long conference on the Multilateral Trade Negotiations ‘

and developing countries at the Foreign service Institute on February 22, ‘

1977. The purpose of the conference was to stimilate discussion among

academic exfer}:s. U.5. officials and staff_of international organizations
’on aspects of the trade negotiations of mportar!ce to developing countries.
* Participants %ncluded staff from Wa hington bas'ed international organizations

and varfous U.5. departmeni:s. Congressional staff and students of the Foreign
+ Service Institute.

JThis proceedings voltme contains the papers, comments and discus3ion at the

canference. Al views of the participants are their own and do not necessarﬂ{

" reflect views of their agencies. lorenzo Perez, with the help of Gerald R.
Benedick, has edited the papers and discussion sections and grovided an fngro-
duction and swemary to the vplumg.

A large number of {ndividuals were instrumentai in makjng the conferénce a
success. Special thanks are due to Bruce Duncombe, Edgar Harrell and Lorenzo
Parez for develt:p‘:lng the conference idea and or?anizing the meeting. Thanks
are also due to Peter Kenen who as the conference chajrman highlighted the
main issues for discussion with his introductory remarks and kept the discusSdon
Vively and in focus during the day. Angela 0'Sullivan, Sharon Triggs. Rebecca

‘ Wiley and Brends Howard provided excellent typing support.

Constantine Michalopoulos
Deputy Assistant Administrator for
Economit Affairs

June 30, 1978
Washington, D.C.
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Introduction and Summary

' Lorenzo L. Perez*
Mency for Internatfond] Development

The Tokyo Round of‘mnilateral Trade Negotfations (MTN} was initfated

with' s seeting of most participatiog ccuntries in September of 1973 in
. Tokyo under the auspices of the General Agreement on Tariffs and Trade
{GATT}. The Tokyo Round aims to achieve the progressive dismant) ing of

tariff and nontariff obstacles to trade, to improve the framework f4r the

conduct of world trade in general as well as to stimulate intern;tional

trade of the developing countries in particular.

“

Avout 90 countries, inciuding moncontracting parties to the GATT,rare s

. p'orticipating in this round of negotiations.._ The Tokyo Round with its
+ consideration of nontariff barriers and its avowed concern with the trade

-

problems of developing countries 15 a much more comprehensive trade
negotiations exercise than its most fnmediate pl.-edecessérs: the Kennedy
Round {1964-67) and the Dillon Round (1961-62)} which were mostly concerned
with the reduction of tariff barriers.}

*This paper represents solely the yiews of the author and fs not ntended

1

1

-

as & policy statement of the Agency for International Developnent. .
—

A negotiating structure was originally estabiished consisting of a parent
Trade Negotiations Committee and six negotiating groups covering tropical
products, tariffs, nontariff measures, safeguards, agriculture and
sectoral negotfations. The nontariff measures group was sub-divided into
the subgroups of: quantitative vestrictions, technical barriers to trade,
subsidfes and countervailing duties, government procurement and customs
matters. A seventh negotiating group to work on the framework for the
conduct of international trade was added in November 1976 mostly due to
the initiative of developina countrfes., See the IMF Survey, "Tokyo
Round Developwents” July 4, 977, pp. 216-219, for a discussion of the
mafn 1ssues in each of the areas of the negot{ations.
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According to the Tokyo Declaration, al) the negotiating groups are

considering procedure§ and measures for giving “special and more favorable

‘ treatwent for developing countries in the areas of the negotiations where .

1

this is feasidle and appropriate." 1n addition. "the developed countries

- Wity upect reciprocity for comnitments made by them in the negotiations

to reduce or remove tariff and other barriers to the trade of developing

countries, 1.e., the developed countries do not expect the developing

countries, in the course of the trade negotiations, to make contributions

which are inconsistent with their individual developmedt, financial and

trade needs™ 2

S

" Having obtained this general commitment from developed countries to

consider special and differential treatment measures s the deveIOping countries

are attempting to extend it to aul areas of the negotfations, both with

respect to. their own commercial policies and to the commercial po‘licies

of the developed f.-ountries.3 Examples of the former kind would be greater

tolerance on the part of the developed countries for export subsidies and

for import restrictions Imposed by developed countries for balance of

paywents and 'econunic development preasons. Examx;les of the kind of actions—

kY
that developed countries could undertake on behalf of developing countries’

trade are deeper-than-formula~-tariff cuts and accelerated phasing' of such

cuts, preservation of preferential tariff margins, reductfions or elimination

of Quantitative vestrictions, and exemptinns from safeguard mearares.

.__&]_!:,hnugh the developed countries sympathize with the concerns of developing

countries and supPOrted several of their specific demands, concrete mathods

7 The Tokyo Oeclaration, Paragraph S, September 14, 1972

3

The terms “special" and "differential" {S8D hereafter) are used fnter~ -
changeably in the MTH as well as In most of the discussion in this volume,
See the Walter and Murray paper and the discussion below for a useful
distinction between the two terms.

6
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for differential treatment remain to be worked out i individual areas
of the Negotiations. By earlyl??? possibitities for special and
\diffemntlil treatment in some areas of the negotfations ke tariffs
and tropical products had bee? more clearly iden'tifled than in others.
For examples in the tariff group the possibility of deeper-than~formula
cuts ‘for products of Interest to developing countries and faster staging
had been identified as concrete Possibilities. In the tropical products
area, some developed countries accepted the position of developing
countries that they will only reclprocate 'uith 'tl;eir own trade offers for
the concessions received from the developed countries in the tropical
products negotiations onlv at the conclusion of the overall negotiations.
Ih other areass however, such as in.duantitative restrictions, subsidies
and countervailing duties and Safeguards measures, alternatives for speclal
and differential treatment options have not been so clearly identi”.ed.

) . The authors of the seminar papers therefore were asked to focus on special
and differential treatment measures which developed countries Should
consider on behalf of developing countries in these latter three areas.
Such $8D measures would have to Pass the tests of economic. political and
administrative feasibility. .

The guantitative restrictions (QRs) negotiations are an important area
of the MIN glven the trade impact of (Rs and the Tokyo Round pledge to
address nontariff barriers. The form that S&D treatment could take In this

. area is less clear than in the case of tariffs, particularly since the degree
to which countries rely on (Rs to achieve their commercial policy objectives
varies greatly. Ingo Walter and Tracy Murray explere in their Paper ’
possibiiities for S5D treatment in this area of the MTN and the impTications
for policies of developed countries. ’

"FRIC
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A related negotiating area §s the safeguard area. As trade
In_rrim are reduced, !nter;utional‘ly acccpuﬁle safeguard wechanisms
bacome sore crucial pelicy fnstruments. Gerald Mefer in his paper on
the safepard negotiations discusses possible changes in the GATT safe-

guard artiﬂ‘;es and how the\concerhs of developing countries could be
taken into account in these negotiations. ‘ .

Subsidies and countervailing duties raise some of the most difficult -
. Problems 1n the MTN negotiations. There i5 a long tradition fn the GATT
‘ against ti'ne use of expori subsidieé. Particularly in the case of manu-
facturing trade. because of the possibility that they would lead to unfair )
competition.. At the same time, most countrics of the world subsidize
;'t_heir exports to a certain degree. Develohing countries defend their right
to use export iubsidies as part of their expori promotion programs to
diversify their production structures 3 trade conpositio_ns. Daniel

‘ Schydlowsky presen.\ted a paper-to the seminar antly2ing the rationale for

“the use of export subsidies and proposing guidelines that developed
countries icould use 1n thair negotiations with developing countries.
The £h;e€ seminar pap2rs support the current efforts to 1iberalize ’
internationa) trade as well as rationalizing_ the potentially more extensive
use of exPort subsidies and safeguard measures. The S3D proposals made in
the three areas are made with these genersd objectives in mind.

Quantitative Restrictions yedotiations:
The paper by Hurray and Walter considers special and differential

treatment measures for exports of developing countries to provide

] opportunities ror improved market-access 1n developed countries’ sectors
where QRS constitute an imPOrtant obstacle to trade. They argue that
special and differential treatment in the QRs are« should be envisioned
as part of reducing this type of non-tariff barrier, A useful distinction

-




is made 1n their paper between the terms special and differential.
Special méasures are those applied on a most favored nation basis but .

targeted specifically on products of particular concern to developing

-countries. Differential measures are those which provide LOC exports

more favorable market access than exports of developed countries -- 1 e.,
preferential access. - ¢ -
Murray and Malter Wiscuss the major reasons for instituZing ttrs:
2. . to permanently shield fro@ import competi.fon selected
economic sectors which are import sensitive for social or
political veasons; _
b. to temporarily address balance of pamn'ts’-problans;
o, to provide tempbrary protectipn for import t;ompeting suppl fers
under"escape clause® actions to ease problems of adjustment
of domestic industries Tncluding the so-called voluntary
export agreemerits; and
d. to retaliate agains}: foreign restrictions imposed on pational
exports. usuzlly where alternative adjudication of disputes
has failed. ' . .
The implications of QR imposition for the countries imposing them
are well known. (Rs, 1ike tariffs. serve to raise the price of imported
Froducts to domestic buyers thereby reducing the volume of imports. But
in the case of quotas, the potential tariff revenues are lost ‘in ‘the form
,of windfall profits of the importers, price increases of forei‘gn,exporters.
or'a combination of both. As the market for importable products expands
efficlency declines. fiscal revenue is fo_regone. and a redigtribution of
income from consumers to producers eccurs under quotas but remain the

same OF decline under tariffs. uitﬁ regard to one of t‘he newest forms of

et
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quant itative restrictions, voluntary export rostrictions (VERs}, H:lter
and Morray argue thatron palance they almar to do more dmage to the
national economy of the importing country than do import quotas This
1s because the forego‘ne revenue under VERS goes So'le'!y to foreign

. txporters worsening the importing countries' terms of trade. It is clear

from the paper that countries Imposing QRs.  whether temporary or permanent.
would have to perczive that the reasons for doing 0, such as the impor-
tance of an Import sensitive sector, warrant the costs of these rectrictions
12 their economies. ‘ .

At the same tin;e. exporting countries facing QRS can have their
exports significantly affected. Permanent QR Prot;ction of "sensitive”
sectors skews trade Patterns and industrial structures of exporting
countries away from the dictates of internxtional comparative advantagé.

It also damages the ﬁotent‘lal of the economies of the exporting countries
for-'growth; Retources might have to be channeled Into sectors where their
{contribut‘lon to growth may wall be !o;cer. Existing patterns of f:omparative
advantage 1n developing countries tend to favor labor-intensive fndustries,
wiich are precisely those frequently subject to Qfs In the indus‘trial
countries. Restrictions in thase industries can force redirections 1n in-
vestment and ewployment flows which can be quite damaging.

Even the use of Qﬂs'for "escape clause" types of action may have
short-term effects in develepind countries which fe rather dramatic.
Murray and walter argue that in developing count;'ies where alternative
esployment of productive factors may be extremely restricted, both the
factsr under utilization and facter misallocation costs resulting from QR
induced market closures may be far more significant than for advanced
coyntries. Another problem associated with QRS is the uncertainty they nay-
indu-e among individual suppliers in exporting countries. compounding in
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some {nstances the problem of export volatility which many of them face.
The Murray and Walter work 15 a very good {1lustration of how

difficult 1t 15 to assess the Quantitat_i-ve Impact of QRs. Amly2ing the

impact of QRs on developing country exports using existing trade data

1s very difficult because there 15 almost no way of identifying the

pattern and volume of developing country exports that would exist in the

absence of (Rs. Murray qu, Walter approach the fssue by comparing the

export performance of deveioping countries in markets controlled by QRS

with their performefite § markets pot subject to QR restraints. Thair

presumptidn is that {f the developing countries have a smaller share ip

the restricted markets than they do 1n open ones,' thelr exports.are likely

to be competitive in world markets and they would bepefit from QR 1{beral-

1zation. 1If developing couptries have significant shares of both restricted

and unrestricted markets, this i{s avep Stronger evidence that they are

competitive and should Increase further thei?r share of domestic markets 1f

restrictions are red n:ed.4 ’ l :
Upon analysis of the avallable data, the!\authors conclude that, .in

general those OECD countries which admipister QRs on imports of a particular

product account for a re‘lativel:-,' minor share of total OEcp Imports. Also

the developing countries supply a reTatiyely smal) share of these restricted

markets fn comParison with their export performance in unrestricted markets

and cnnsequently 'IJ_R_s do seenm to discrininate against the developing countries |

in several products of export ipterest to th Speclal treatment for ]

developing countries® exports. in the sepse that the QRs affecting their

exports are eliminated, could significantly enpam:e thelr export prospects.

If this is not possible. a differential e!imi:\a}ion of QRs 1in favor of

suppllers from developing countries over the developed third country

T There is in fact evidence that LOC suppliers are competitive with import .
comPeting industries \despite thetr QR protection.

v
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suPPliers might be defended on equity grounds. Such a policy could a¥so
be defended on efviciency grounds as long s provisions are taken co
; ensm:e that such differential treatmeni does not become an obstacle for
r  a total dimimation of the restriction in the fulure. They recommend.
however. that as 2 geperal rule, "special” treatment may be | “éferred to
“differential® treatment. since the Tatter may lead.to 2 persanent mis-
allocation of resources on a global level if the harrier§ a:minained
to presurve the differential treatment. '
. : ' .The special case df toxtile trade is highlighted in the paper.
Existing production techrologies In the texttle industry have Ted to a )
shift i terpational comparative advantage toward labor abundant deﬁe\‘lop‘mg
countries. Tfe resulting trade flows have seriously affected textits £
producers and warkers in the industrial nations. The develom\tountﬁes -
have fouhld the adjustmant costs to ba unacceptably high because of the
industry 'si‘ze. its geographizai concentration and the age and skil?l
characteri's‘tics of textile workers. As a result, they have negotiated
voluntary export restraint measures. On a case-by-case pasis batween the
impacted d’e\{eloped country and. the major export suppliers. As & result of°
these agresments, exp:rts'of ct;ttBa textiles grew more slawly thah any
other category of manufactured expor S during the 3960s. The rite of
growth of exports of cotton textiles of developling countries increased
dramatically in the early 1970s indicating the emergence of new developing
country tased suppliers who were not covered by existing restraint agree-
ments. These new suppliers are also likely to be covered in voluntéry

export agreements negotfated in the future. Murray and Walier recognize

the sensitivity of certain sectors of the textile industry.and recommend
gradudl adaptation to the trade flows created by changing comparative v

12+« ' N




advantage condit!ons."licuev;.r. they recommend that even for sensfitive
. textfle sectors, imports should be permitted to grow at a rate that is
consistent with & gradual ‘ceg:line in the 1evel of cutput of the import-
competing industry. . ‘ o

) The paper."in covering the range of alternatives for 1iberalizing
‘ fRs, groups them into four categories. ranging from the cases where it
.. 1is unbikely that the ORS will be Tifted to the other extrene where the QR
. can realistically he el imiﬁnated. ) ) .
.{3) for }he ‘first";:aﬂgégory of QRs. consistipg of non-negotiable
Rs, the onl¥ measure ‘ohich could benefit developing countries would be
2o reallocate the expol.-t-country shares, giving.the develop‘.‘ng countries
. i} larger ajlocatfons. But the potential for helping deveIOpil:lg countries
in this area {s qui}:e' Timited and traditional suppHe.rs would be unnecessarily
J affected. . F:;, e *

T L (I;)- a’sec:;nd catego'ry involves QRs fpr which 1ong-run adjustment is
$ndeed desired. it might be possible to choose the‘ QRs of more interesﬁ
to LDCs ffrst for 1iberalization and give them special treatment in this

‘ sense. Differential treatment in this second case could simpty invoive
allocating larger shar:es.of existing and graduall¥ enlarged QR 1init: to
developing countries. N

{c} 2 third category would be to bring all Ws betng used for sm"r

sanct foned %afeguard p‘urpose's into a new GATT framework for the purpose of
r;gular review to ensure the temporary nature of "these nleas;Jres. As ‘

‘restrictiohs are graduall¥ eliminated differential treatment could be

arranged by granting developing countr_ies larger increases. . "

(4) finally: a fourth‘qategpry might simMP1¥.call for the abdlition

of all E-esidt.al GRs and substitute other forms of protection more closei}

4
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ll ali'gaed to the market. Special treatment could involve reducing tariffs

.  on products of .export Q\erest to developing countries and differential
tmﬁent could be provided ‘by.gradually {nciuding the products in the

. ' — e —p
4 . generalized system of tariff preferences m\ovide for reduced-duty

market access.. Differential treatment might be provided for a particular
group of countries 1ike the Jeast developed countq-fes 5 by 9iving them
1arger preferential tariff cuts. )

"l'hese special and differential treaugg:t measures can also be
graduated according to how successful the developing countries are in
breaktng {nto the import markets., Categories could be set up under uhich
the speclal amd differential-measures would be reduced as developing
countries pass through different threshold levels of import market penen
tration. '\ .

) Murray and Walter belies}e that these 58D trade'liberal izing attunpts.
afmed at the different QR categories. could be successfunr promoted and
carried out through a code/of.conduct for QR use. Such & code of qcmdw:t
could provide a mechanisg; for notification, consunation and p justification

. procedure for the existence and impositiontof QRs.

Rachel HcCulloch in her coment on the Murray and Walter paper under-

scores the distinction betwean "special” and "differential_": 5HcCulloch

-,

argues that {f product categories are appropriately chosen, Elevehping

LY

countries can reep eenefits without preferential treatment. Special meastres
are prpbal:jy more consistent with theilonq run objective of moving tmrd ,
a_more open ecoromy. since they do not establish a group with a vested
fnterest in retaining existing trade rest(ictw!js. |

— .. \

5 The Teast developed countries wer® orginally fdentified by the United .

- . Natfons as those countries with a GDP per capita below $100 in 1968
pricés, 1iteracy below 20% in the post-15 year age group, and the share

of manufacturing in GDP of 10% or less. Twenty-eight countries are

presently identified as Teast developed. .
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,McCulloch also belfeves that to the extent that developing countries
are nearer to the starting Yipe in the industrialization process than
developed nation compatitors, any -restrictions which close potential
markets are aspecially hamful to new industries which have not yet
reached a‘ minimum efficient scale of operation. In developed countries,
new industries often have a relatively la-rge {and usually protected)
duaestic market which helps them to achieve scale economies To the extent
that QRs perpetuate the market shares as of the date of introduction,
they penalize especially the more recent entrants into the field. 1n addi~
tion, McCulloch points out that QRs are”highly complex zdministrative
arrangements. Under these circumstadces new and small suppliers which are
frequently from developing countries are likely to be at a disadvantage
In dealing with the attendant red tape,

‘ for these reasons, McCulloch be1'1eves that the vationale for special
and differential treatment can be established on two grounds One justi+
fication would be the infant 1ndustry argument. Another justification
would be on the basis that special and digferential measures are a form of
economic aid, The opportunity to supply-a restricted market is worth
sometlling.{the differential between domestic and foreign costs) and by
giving a larger-percentage of these rights to LBCS, a transfer of resources

- is achieved. . ) \

L , In providing special and differential treatnent, “McCulloch belfeves
P v ‘t-l:at it is better to use a d'lffer_'ent'lat'lon f:riterion among LDCs which

\I recognizes ‘their ‘share of the world market rather than their share of a.

particular import market as proposed by Waltar and Mwrray. Conceptually - f_'"'

the world market share criterion is more attractive but in practice it might AN

. be difficult to use by an importing developed country $f an exporting countey

B
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which t'fis a small world mavket share has a targe share of its import
mark \ ‘

Findlay is also in basic agreement with the Murray-Walter approach.-- -
to QR liberalization. He argn;es that GRs on labor intensive manufactures .
exportd from developing countries can frustrate the widely recommended
export oriented development policies. With sluggish growth in world demand
for important primary exports, the faster growing markets for labor
intensive manufactures can provide Ehe wmeans to significantly 1nc;-ease
developing countries export earnings. How successful déveloping countries
are {n increasing their export earni'ngs will dg;emine to an important. .
extent how successful they are in increasing t|'1e1r rate of economic growth
with obvious implications Afor the North=-South dialogue,

Findlay is supportive of the Murray-Walter proposal that QR-liberali-
zation shoul&: he negotiated in a multilatera) rather than 2 bilateral
context. __{Th‘l% could conceivably eliminate a "free/ yider” problem o.f Ilmr‘lng
—~——some -industrial countries trying to aveid eliminating some controls on

"sensitive sectors while hoping that others behave in such ways as to !
preserve the op’en trading system which i5 in the interest of all._ TIIL -
problun with thq‘r?.l}tilateral approach is, of course, that the countries

uh‘lch want to avoid. liibf,ral‘lzat‘lon w‘lli ‘resist it. It is 3lso difficult

to completely bypass bi}ateral rounds of negotiations due to the difficuities
\of assessi-ng the gr::ie impact of individual QRs which might principally

affect one or a few trading partners.

It is clesr that more international discipline is neaded on the use

of quantiqt.ive restrictions] The frequency in the use of these reétrictions

has increased in recent years and the multilateral t.rade pegotiations oy

presént an opport'u_l'ETto restrict. if not reverse, this trend. The Murray
and Walter’ recomendat!ors that 1s most attractive, from a t.nade

LY
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Tiberalization point of view, is the one promoting special treatment

to the developing countri;s by eliminating the ORs of interest to them.
Propesals for differential treatment to give developing countries
lavrger shares of restricted warkets are bound to-be violently opposed
bj‘ the other suppliers of restricted markets.

Their proposal of a code of conduct OR the use of QRS 45 also an
attractive one, Such a code of conduct could not only envision comditions
under which ‘(escape clause types of action might be taken but, more
ambitiouslys could try to establish a negotiating mechanism by which QRs
would be p“rogressﬂively eliminated in the future. Such a mechanism would
contribute to guaranteeing the supposedly temporary pature (;f such actions.
It should be added that one would expect the developing countries to
eventu;lly agrae to such a code of conduct and given their frequent use of

- s, such a mr:ve on thefr part will go a tong way toward liberali:il;g trade,

SAFEGUARD NEGOTIATIDNS

Gerald Heisr‘s paper discusses the internationa) experience with safe-

-

™

guard actons under existing GATT rules and mekes a number of recomsendations -

to improve the funétioning of the safequard system including provisions of
S&D treatment for developing countries. Article XIX of tﬁe GATT allows .

emergency action on certain mports if, as a result of unforeseen develop-

ments :nd trade concessions granted, imports increase__ip such quantities- —-

which causé or threaten to cause serious in:i_ury to domestic producers.
Meter believes that the resort to J\rl,:_icle XIX has, however, been
rather 1imited in comparison with the invocal&ion of domestic escape clauses,

voluntary export restrictions (VERS) and restrictions Tn the textile trade

& The GATT contains several different safeguard.clauses (Articles X1:2(c),
XIIs XVII; 2, XIX - XXI, XXV, XXVIII, but Article XIX 4s the most

relevant here).
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- such as the Multifiber World Textile Agreement. Countries have been
réluctant to invoke Article XIiin order to avoid the article restrictions
that emergency actions are supposed to be‘tagen only in cases where

; vserfous fnjury” is due to prior tariff concessions, to avoid the NFN
rule and to avoid the need to give compensation to the affected trading
partners. Under these circumstances the concept of “market disruption®
 has gained increasing“itcceptance particularly with regard to international
trade In textile products. In the case of the 1974 Multifiber World
Textile n:greeaent. marfet disruption was designated as: (1) a sharp arzd
substantfal increase off imminent increase of imports of particular
products from particui r sources with the fmport increase being measurable
and (i) these produc'is are offered. at prices which are Substantiaily ~
below those prevailing for similar qo0ds of cunparable quality in the market
- of the imporﬂ\g counlry .
“. Meler agrees with Tumlir that a revisfon of arti..le XIX 1S in order’
* in view of thu dePirtures from GATT principles fn recent years.r' Meier w J
argues that s¥feguard actions shouid be evaluated with the objective of

reductng the s&u\af the dislocation cosf:s_due to suddgn increases In imports
and the costs of avoiding dislocation. The latter costs are those sustained
by a.codnatry throug;! redu in the gains from trade (!gt:atic penefits)
and In the dynamic 9ain$ from import competition.
The paper netes that there are a number of 1|ml fcy instruments avallable
> to reduce fmports to 3 desired level and that a hierar¢hy: of desirable
po]icies is widely reccgn‘ized.f; Cﬂlllﬂé'& with the*redq'ctiun_w i|;ports, a

7 Jan Tumitr, "Emergency Protection against Sharp increases in l rts",
H. Corbet and R, Jackson .ﬁads.) In Search of a New World Grdemﬁoﬂalstﬁ
Press, 1974, Chapter 15). )

g 8 See W. M. Corden Trade Policy and_Ectnomic Helf?_ll-gl g)xford Clarendon -
Press, 197} for 2 discussTon of alternative po

* s
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country may a'l:p wish to resort to adjustment assistance measures to
compensate those affected by the rise in Imports.

Nith the oblective of minimizing both dislocation costs and the cost
of avoiding dislocation fm fmports, Mefer suggests a number of proposals
to reform Ar_eicle XIX. His prop::sals range from (a)' requiring an actual
fncrease” in imports before invoking an escape clause, (b} having an
international commission or punel of experts review natiomal procedures
fer detemmining injury and compensation {f any is warranted to (c)
internat jona) agreements on different degrees of finjury which would be
useful in triggering an early werning \System for providing adjustment
assistance. . l

Weier also argues strongly agdins iforcing a country which fnvokes

an escape clavse, to offer compensationl'. in the form of+a most-favored-"

nation concession, on seiected products exported by countries adversely
affected by the invocation of Article XIX. Although implementation of
this propoeal would weaken one of the' most 1mporta‘nt GATT underpilinings,
in practice this has already gccurred with the recourse to YERS and the
like by many countries. [t can be arqued that the impossibility of veaching
a mutually satisfactory settlement on the basis of reeiprocity might' lead
a country, confronted with an emergency, to avoid ysing Arl?lcle XIX and,
take recourse in some other measures. 'i'he-nnndlscriminatcry basis of
Article XIX may appear particularly inequitable to developing countries
*which ane small supPliers or new entrants but are denled access to the
safeguard-invoking countr.v;,s market even though ha :afeguard ‘was
initially invoked because of injury from another large supplier.

The paper 81so recomends that a reformed Article XIX shouid involve

some commitments and procedures, giving other countries an effective

L,




- 16 -

assurance of & continually growing access to the protected market amd
of & foreseeable ramoval of the market sefeguard. Tnis is especially
fmportant for developing countrfes that are entering new.export markets.
Meler agrees with Myrray and Walter on the importance of adjustment )
assistance policies in helping to increase the speed with which change
can be sbsorbed, while safequards shoutld be designed to slow down the
speed of the change that has to be absorbed and digested.

With regard to procedural matters the paper emphastzes that {i) the
detarmination of conditions on which the executive branch of goverpment
is called to take actfon be entrusted to 3 statutory‘ body whose term of

' of fice not be coextensive with that of “the executive and (i1) that, after

a preliminary investigation. this body should hold public hearings in
which 211 interested parties. including foreign firms, could be represented

. and argue their case. In addition, 1t would seem logical that the burden

of proof should fall on the fnvoking party.

Meier's f_ina‘l general recommendation.. and probab‘!x,'hf‘s most inporta;nt:
s that the HT;I should ;dopt a comprehensive view of safequards and fotus
on all measures instead of only on Article XIX. Such an approach might

discodl-age the increasing proliferation of VERs and QRs. It §s. however,

_ & most difficult objective to achieve since large trading countries would

Kl

probabi$ prefer to maximize their policy Dlexibility free from internationalr
surveillance, ‘

With reg‘ard to safeguard” actions as they affect developing countries,
the paper defends s;:ecial and differential treatment for developing !
countries based on the principal of redistributive justice. This principle
holds that the poorer-party should not be made to stand a 1oss which the

“richer party could stand better. This rule of conduct §s. OF course, at

l:hel heart of argumentation on behalf of any special and differenfia! '
‘. - - £
(R . -
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treatment. Ifi the case of quantitative restrictions the argument can
also be made on efficiency grounos 2s Walter and Murray have done B3
The‘ugier paper has difficulty in coming up with novel proposals
for s4b. Such difficilties are due to the inherent conflict which
eiists‘between precerving ext.vorting cogntries' interests while at the
s tive protecting import sensitive industries. Meler profOses that
in the case nhere devel0ping countries’ suppliers are not the major
"offenders they should be_~nmpted from escape clause actions. lihen
'soiue 1DCs are tne mafor offenders omly those which are disrupting the
domestic ndustry should be affected by an escape clause action. peler
would also supplénent these measures with a general guidel‘ine originally
proposed by Tumlir: :aergency protection measures would not be ziplied to
imports from countries uhose exports of that pro&uct to the country invoking ™~
the clayse have been growing at less than the average rate of grouth of
10
Heier s approach js one of selectivity in invoking escane clause
actions. One could argue that this method could turn out to be 3 two-edge
sword for implementing S&D treatment for developing-countries., It could
very uell be that semi-industrialized countries 1ike Brazfl and Korea might
be sihgied out for action under 3 selective approach. The very fact that
4 country has to fnvoke an escape clause action o 3 MFN basis and might
h.u; to give compensation under Article XIXserves as a deterrent for such
actions, Unfortumately. these deterrents have worked too well and the use
.t "

[
L3

§;Fier gives as another reason for S4D treatment for developing countries
hat 1n return for improved acress to ddvanced country markets, the

developing countries might commit themselves to refrain from organizing
commodity markets with price-raising objectives and might guarantee ,
stable supplies of primary comodities. Given the politics pf the
negotiations it is very unlikely that this is a reasonable negotiating
aveme, *

107 mlir, op. ¢cit.

21

5

iy




- 18 =

of uther fnstruments have proiiferatecf affecting significantly developing
countries’ exports. If S&) trextment for tieveloping countries exports 1s
going to be ich‘-wed in rew rules for safeguards o the basis of selectivity.
safeguard actions should be applied 1n a way which ensures that developing
Mriu eports witl not be subject to more sctions as 3 result of this
selactive application. and the proliferation of new trade berriers 1s
svolded.

Irving Kravis, while agresing with Heler 1h many respects, balisves
that pot.ential trade gains for the developing countries from minimizing
the use of safeguards are greater than those from a differeni al administre-
tion of safoquards. He argues that some kinds of safeguard actions are
protably unavoidable since develiping and develobeéd countries place their
demestic interests ahead of any international cmﬂitmnts with respect to
trade. Kravis supports Meler's proposal of more, s'pecific criteriy for safe-
guard fnvocation and the provision of mit ti"fa‘terau cqntsols wer such {R-
vocations. He warns. houewer.fthat there' i€ a.*iini‘i"eo ;ounmc“_ can be
done atong these 1ines before cwnt?ieagecide to ignoz‘e inter;ational-
couimnts and safeguards Yose their usefu‘l role of erccuraging countries
to enter Into trade comitments which they otherwise woyld eschew.

Kravis-argues that an effective way of Inhiditing the vse of safeguards
1s to rafse the perception of these costs In each developed country. One
way would be thrc'mgh auctioning Impurt quotas If safeguard actions take this
form, The proceeds could be placed 1n a m!tﬂaterally administered afd
fund. The reveaues rroduced by the auction of quotas would make explicit
[ 14 1gls? one 22t of the cost of restrictions and thereby strengthen the

hands of those fivori,ng freer trade.
¢

[ -‘S‘t-c
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Lawrence Krause is very skeptical of the possibility or desirability
of Mving domertic safeguavd actions monitored by an international body as
proposed by Meier to reformArticle XIX, He belfeves that such a panel is
untikely to be an objettive one and that countries would simply not submit
thamsalves %0 such an international discipline.

; Krause argues that rather than making Article XIX provisions sharper
they should be Teft the way they are or even made fuzzier SO that “ad hoc*
xcommodations can be made between Titigating parties, and Article XIX used
wore frequently. He critietzesMeier for believing that trading countries
would be willing to give S8D treatment to developing countries on the basis
of need when taking a safeguand action. Krause is afraid that a selectivé
approach to safeguard invocation could very easily iead into countries .

* {nvoking Artice XIX for a greater variety of trade restrairing actipns.

Peter Kénen in his concluding remarks made an interesting proposal for .
the use of a tariff-qu&ta to deal with market disvrup‘tion cases, Under his
sghne"tnponm.r relief from import competition would be given by imposing
otas on the exfiorts of the curresnit exporting countries at the origimal

) tariff f-\ate. A ta’ri'ff surcharge would apply to imports coming from an ex-

porting country in excess of what is allowed under its quota, A share of
the inp}:rt market would be unallocated to allow new comers to énter the
mirhat at the origim! tariff rate. Under this arrangement countries
experiencing improvements in their competitive positions would thus still '
be able to increase their exports if their increases inhproductivity are
1arge envugh to offset the higher duty rate created by the surcharge. The
tariff surcharge orn imports coming from a country in excess of its original *
quota could go to zerc gradually according to a predetermined schedule. *
Differential treatment could be provided on behalf of deVeloping countries

bj having reductions in the tariff surcharge .take place faster in the case

- L
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. the teposition of mew restrictions. Meler belfeves thatArticle XIX should.

, their shares of developed countries' sensitive import markets in the future.
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of developing countries® exports.

Meier's recommendaticns ive similar to those made by Walter and
Murray 1n the sense that they #11 argue for more internatioma) discipline
in the use of quantitative pestrictions and for clearer rules to regulate

be reformed to mke it more comprehensive. In this way, hepcfully. the
proliferation of new trade restricting mechanisns would be avoided. Mefer
1s also in favor of tightening the definition of‘injury in escape clause
cases ard having an internatiomal commission peview mational procedures
for detarmining injury.

Although there is implicit merit in clarifying the procedures of
mjury determination, trading countries will probably be umwilling to give
an international panel the power to review their Injury detamimation
procedures. A GATT panel might be more yseful in praviding the means for

* a country Tnvoking an escape clause acti,nu and the exporting countries

affected by such action to negotiate a mutdally satisfactory settlement and
gtur;utee the temporariness of trade restrictions.

Empirical analysis is probably needed to determine to Wit extent
S4D can ‘be provided m‘developing countries by sclective Invocation of
escape clause actions in the near future. If a selective approach wer: to
be more genenlly:accepted‘intern&tiomlly and develoj_;ing countries increase
*dme}oping countries ::ould_indeed be selected out for escape clause actions. ‘

This could facilitate a negative form of S80 treatment. The experience .in

e

-~

rd

the textile trade sems to Indicate that this i1s a rea) possibility. Because .

of such a darger Proposals for SSD treatment based on a selective approach
should be evaluated carefilly. .
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SUBSIDIES ANG COUNTERVAILING DUTIES NEGOUTIATIONS

Daniel Schydlowsky argues in his paper that an accepted element of
any new agreement on the use of export subsidies and ather promotian '
schames should be that equity and intemt:lonal relations considerations
Justity a differential treatment for export promotion .sc!;enes adopted by
developing countries. Schydlowsky believes that export subsidization can
be defended for develeping countries essentfally on two grounds: (a) On
the grounds of the 1ong recognized principle that exporters should not be
placed at a competitive disadvantage as a result of taxation levied on the
- inputs of thg exported products. This principle 1edds to a refund of the
duttes paid on the imported raw materials of the exporting counteies.
Schydlowsky goes one step further and proposes a generalized drawback
mechanise which would ct:iwer all the repercussions of import protection
which have the effect of Increasing export costs and (b) on the grounds
that export subsidies are peeded to correct for distortions existing in
factor and product markets which make mirket prices inappropriate quides
1o ¢he real conpetitiveneés of developing countries® {ndustries. Unless
corrections are made for these distortions. world trading arrangemerts will
not maximize world welfrre. For these reasons Schydlowsky arﬁues for a
generalized cwpeﬁ'satory substdy to offset the effects of the existing
distortions.

Schydlowsky makas his cas; for a generaliZed drawback Subsidy on the
tasis that a drawback of import duties allows an exporter to compete on the
basfs of his owm productivity only in cases where he ex;:lusively uses
imported 1nputs as soon as domestic production of inputs exjsts behind a
tariff wall, that is no longer so. Whens some inputs are sourced dmnes}ically
behind tariff protection. costs are not less than when the competing imports.
&re used. When the refund is only made avafiable (tn that part of the increased

1
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costs corresponding to {aported inputs, the general principle that the
exporter should compete on his own productivity is lost. The author
concludes that the export 3ubsidy should refund the 11 increase in
cost due to the import protecticn.]l Schudlowshy also generalizes the
argument from matarial Inputs to 417 cost Increases arising from taxation
of inputs. Some of the other costs that SchydlowskY proposes to consider
are Increases In Tabor. capital and inventory costs due to the existing
protection on finished goods in the exporting country.

The application of a gener2lized drawback requires three elements of
information for %is appilcation to a product or a sector: the cost
gtructure. the Tevel of taxation of Iaputs. and the repercussions of taxes

on the noninal wage level. The information on_taxation of ‘lnputsﬂis publ ic
‘-—"‘*l-.._

knowledge and cost struttures could supposedly be obtained from industrial
surveys or by petitioning the data from individval exporters. Schydlowsky °
takes for grantefi that the estimation of the impact of input taxation on

¢ 3

the nominal wage 1S not too difficult.
The second part of the author's subsidization proposal, his proposal
for a generalized compensatory subsidys 1S based on world welfare paximiza~

tion grounds. When product and factor warkets are distorted {e.g

overvaiued exchang? rates, Import ind 1abor market restrictions) market
competitiveness no Tonger provides a correct guide to comparative advantage.
The paper proposes to calculate marginal social cost in Tieu of marginal
private costs and compare the former with world prices.

Due to the well-known distortions of factor and product markets in
developing countries, the observed prices for Tabor and capital apq the -

SthydTowsky uses the term subsidy in this iastance different from GATT
termirology which does not consider a drawback to be an export subsidy.

26 |
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gxisting exchanJe rate do not adequateiy reflect the marginal social

costs of using these factors of production.'? To maxinize world incose.
fa'ttor.co'sts would have to begvalued at their marginal soctal costs which
mould then,be translated from local currency into foreign exchange values
by use of the shadow price of the axchange rate. The developing ?ountries
with the smallest costs will have comparative advantage in such industrieg.

In the cases where the estimated margina.l social costs are differégt from

the observed privace costs. fhere would exist legitimate grounds for export -

subsidization.

In this framework, one {;.{uid have to consider the distortions created
by the_tariffs in the importing cbgntrY. World pricgs do not reﬂqct consumer

utitity whenever mport diities exist in the major consuming Countries.

- Import taxation in this case drf;res 3 wedge between world marginal so-citl

cost and consumer marginal utility. Export subsidies offsetting su‘:h—--‘ h
import duties are welfare increasing and thus are fully justified on m;]d
welfare grounds. ' -
The application of the general_ized compensatory subsidy requires the

same cost structure information as the application of the generalized draw- .
back, and requires in addition the availability of a set of shadow prices
for the inputs and the outputs. Schydlowsky proposes that the sha&ou prices
be perit;d‘lcally calculated by goverrments and publicly announced. He.
suggests that there might be a need to have an intermational body supervise
the calcuiation of shadow prices in order to avoid having them tilted in a

way which generates unnecessary export subsidization.

Sea the Schydlowsky paper, p. 185 for a discussion of these distortions.

.
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Schydlmlg; 1s aware of the oppositign that might exist to his
proposal and for this Teason recommends the adoption of a compensated
dogluation as a "baseline” export pronotion tool for developing countries.
A compensated devaluet'lon would entall 2 change in the financial exchange
rateaccompanied by offsetting changes 1n export taxes and ﬁnport duties.
Such a .compgnsated deve‘luation would partly eliminate the need for drawbacks
and subsidies to correct distortions.!3

Bela Balassa, although agreeing with the spirit of Schydlowsky's paper, ..
raises objections to his ﬁmposals on theoretical and pragtical grc;unds.
With regard to the implementation of a generalized compensatory subsidy to
correct for mdrket distortions; Balassa refers to the problems im’:olved in
_ shadow price estimation and the lack of a generalizeil'i use of thesi in
in%‘estnen’: p!_anning in‘ developing countries. * Since the ::se o} shadow -'
prices is not widespread for wther purposes. countries might have difficulties
in using them to assess the__rleed for export subsidies. Inm fddition Balassa
points out that a more gpprc:priate solution 1{s to remedy distortions directly“
in those factor markets where there are differences between shadow and
market prices. Balassa's suggestion 1s strengthened once 1t 1s-realized
that many of these distortions are policy induced.'d ‘

Balassa 1s also steptﬂcal. of the Jq;tification for export subsidization’
on the basis of offeettiﬂg the_ nrice effects of tariffs of importing countries
in order to increase‘ consumer welfare. The price pald by the‘ domestic
consumer uilﬂ ﬁot necessarily decline by the full amount of the export .

subsidy, especially 1f developing countries' producers have 2 small share

T3 See Schydlowsky, p. 191-192, for adiscussion of the 1imitations of a
compensated devaiuation in performing the roies of subsidies as envisioned
in K1s' proposal.

14 Jagdish H. Bhagnafi: "The General Theory of Distortions and Welfare®, in
Jagdish N, Bhagwati, {ed.), Trade, Balaoce of Pavments and Growth, Amster-
" dam, North Holland Publishing Co., 197| .
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in the world nrnt &nd export supply ehsticities as uen as substitution
© elasticities are Tow.” One might also add that 1nport1ng countries would
" not agree to permit subsidies On these grounds since they would tend to

undermine their protectionistic objectives.
Balassa is also doubtful of the necessity of including 1n a generalized

drasback such costs as import duttes paid on capital goods and increases

in labor cﬁsts"multing from the imposition of tariffs on wage goods.
Many capital- goods are imported duty free and there are prablems in
estimating the increased interast Costs and wages due to protection.

, Balassa shows in his comment that under reasonable assumptions the value
‘ of such increased-costs is not 1ikely to be that significant.

On the other hand, Balassa reminds us Of the well known proposition
that efficient 1&dustrfqlization’policy requires the provision of equal
incentives for export production and import substitution activities. He
argues that promotion of manufacturing 'activitjes.should be pursued to the
extent they provide social benefits in the form of the training of skilled

"labor and technological change that are not fully captured in the
- entreprensyr's profit calculation,’5 e believes that export subsidization

should be limited s0 as to assure that developing countries do pot employ

excessi.ve subsidies which distort competition and result in economic costs

. to them. As a'possible applic'ation of this approach, he svugests that

international rules be adopted: to limit the Qccepub‘le rate of export

L.%subsidy to the average tariff on manufa;:mred imports in the exporting country.

5 For an expansion of this argument see: Lorenzo L. Perez: “Export
" Subsidies In Developing Countries and the GATT", Journal of biorld Trade
taw, Yol. 10, Mo, & November/l:lecunber 1976.
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the point that importing countries will be prepared to take ieasures to
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Mafthew J. Marks 1n his comments on Professor Sch):dlouskr‘s paper makes™

1
*u

further the welfare of the world only to the extent that these measures
ire not 1g;;misunt with what these importing countries deem fo be their
own welfare. Marks believes that proposals for the use of export subsidles
based on the principle of the maximization of world welfare will have '
limited receptivity. He is also concerned that the granting of export
subsidies to correct for the effact of existing distortions in the groduct
and factor markets will only encourage and permit the continwation of bad
oconomic policies which originally Caused many of the distort_ions.

Marks also points out that subsidies have a revenue cost and that
richer de\ielo;.ing countries are 11kely to be 1n a better position to take
advantage of gen_e?rous subsidy rutes with the possible vesult beiné that
poorer developing countries may be driven out of importing markets. For
this reason he suggests that there should be a graduation mechanism for the
use of ex;;ort subsidieg with developing countries becoming mora subject
to the GATT discipline on the yse of export subsidies as they become more
successful in their export sales. .

There was a Tack of consensus In the Conference with regard to the
subsidy {ssue. Schydlowsky argues for the extension of the currently
accepted drawbick principle Ito a generalized drawback subsidy. His other
proposal for a generalized cmpen_satory subsidy 1s on weaker g.roun;ls if the; '
dismrfions whose effects a subsidy s supposed to capcel are policy indu.ced‘ *
and could be elininated or Teduced by a change in the policies which
originally created them. In defense of this criticism Schydiowsky argued
that first-best selutions are not Tikely to be practical and the generalfzéd
compensatory subfidy proposal could be viewed 45 a compromise solution. 1‘

-
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This second proposal would have 3 batter chance of being accepted inter~

" mationally I the use of a generalized compensatory subsidy would be

accompanied by a commitment oOn the part of the exporting country to

clnnge some of the policies which originally created the distortions, This
appmr.h would amount to accepting a second best solution while mcwing to

a first best one. i -

it 1s surprising that Schyd‘lousky does not emphasize more the existence

, of sconomic externalities, e.g., the infant industry case, a5 a Justification

for export subsidies. f He believes that these cases are less 1uportant
empirically than the instances where subsidies are *;tified on dis-iortion
grounds. Batassa acknoJledges the Importance of & _srnalities but his
proposal, of allowing an export sbusidy equal to the' average tar:.iff protec-

“tion in the exporting country, 21though very easy to implement, has the

problem that it gives the same amount of promotion to industries which might. X
need different degrees of promotion. Mevertheless, it appears clear In
principle that a deneral ‘:rOposal for specfal and differential treatment
on the use of export subsidies could be based on a combination of a
generaiized drawback subsidy, a ‘generalfzed compensatory subsidy‘ifith
comitments to policy changes, and some provisions to take into account infant
industry situations. '

The _qu“e‘sti‘ml of the political acceptabllity of such a program is stil3
a very‘real -gie ands 1n this connection the comments of Matthew ﬂ'ark; and
othe'r_-"participants of the seminar shouid be taken into account. With regard

" to the implementation of such a program 1t is reasonable to expect that some

L]

of the internat consistency of the Schydlowsky proposal would have to be

_ glven up on behalf of simpier rules which mu;dzra{ilitate the implementation
* of an export subsidy program. The imﬁlementation of such a proposal would
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_l 'belaifficult to sel politically and the chances for its approval would

wprove if they are tied to 2 mechanism by which. countries as they
develop further are Muired to use subsidies in the same manner as
deﬂlopod countries. But a major educaticnal and mligica‘l effort would
be required to mch_tgreeuent on such an approach.

Quite 2 number of‘ issues were touched on by the authors of ‘the se;ninar
papers and o‘ther participgpts of thg seminar in ‘analyzing t!gg poessibilities .
for special ‘and diffe;'entia'! treatment in the mititateral trade negctiations.
The higlﬂights of the papers and conments were J;scussed above., Although
there was no clear consensus on many of the issues dlscussed 3 nuaber of
underlying themes kept reappearing in the different sess!ons which shoulf
be identified in this concluding section. One recurring theme was that _
special and differential treatment measures. should :be‘ {mplemented wifhin.a ) :
process of trade 1iberal iz_ation. In & trade .libeng‘lization pl:ocess special
a.nd d!f.ferential treatment measures can and should‘ be pr—ovided without
creating n.eu trade restrictions. ?1n such a process it would make Sense to
l'ibi.-ralize first or faster internatiohal trade in the pr&&ucts of {nterest
to developing countries (special treatment in the Murray-Walter smse)

The seminar participants were generally in agreement that pemnent prefers
ences on behalf of developing countries should be avoided since such measyres”
would be to the detriment of a morecompetitive jpternational trading system
a_nd e‘ventually har;t the traﬁe {nterests of developing countries,

’ Another recurring theme in the,di;c_ussions was that thﬁ international
economy {5 undergoing structural changes through which deve;qping countrjesh
are'gatning an increastng compa;ative advantage in Yabor intensive pmducté.

This development wil) cause serious frictions in Borth:South trade relations-
I +

-
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as labor intensive industries in developed countries fee) the increased

coap;tition from developing country exports. Although acknowledging the
serfousness Of the problem, there was a consensus by the participants of
the panel that industrializec countries should follow p.cu:l?cies thHat would
adjust their economies and'ﬂlou an incr‘easing amount of developing (.ountry
exports into their markets. These policies would tend to maximize mr!d
welfare but involve economic” costs to the affected ‘jndustries in the short
‘ yun. Such a process of interhationaj adjustment unuld‘ produce cbyious.
consumer befefits to developed couzll;ries and 'I!: is probably indispensable
if developing countries are going to continue to meet their‘ financial
- comitments in internationa} money markets by increasing their export earnings.

This approach 1s most obvious in Schydlowsky's recommandation but it is also
‘ implicit in the other two main papers. g

Special and diff_erential treatment’measures were proposed in the semina';

on both equity and eff{ciency grounds. Murray, Walter and McCulloch -
implicitly ;nd explicitiy employ an infant industry argument in arguing for
differential treatment in those cases where ORs should be used at an. ’
However, ‘they prefer a process by which QRs are gradually eliminated for
efficiency reasons. On equity grounds they argue for special treatment in
the (fts area by having the trade in goods of“*interest ‘to Eievelo;:il;g countries
1iberalized ‘faster. Meler a;-gues on equity grounds in favor of S&0 treatment’
in the safeguard area while Schydlowsky makes the case for S&D treatment in
‘the subsidies’ area on both efficiency and eauity grounds.

16 A case i point is South Korea which has been able to service increasing
debt levels with improved export performance.

16
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'S | finll issue discussed was that of the political acceptability of

w

the proposed SO treatment ms'ures ﬁne cannot ignore how difficult it .
"mld be  to obtain patliamentarian approval in developed countries for
some of ‘these progrns. It was feit that in order to Increase the
L political cocepubﬂity of these programs developing countries uou}d have
. to reciprocate with their own trade Hberalization measures and that as
they develop they would ha\re to wake commitments. to adopt trade practices
T closer to those of the GATT, With the proper policy mix these trade
Iibenlization measyres and increashid cmitments to GATT rules shoutd
" help the growth performance of developing countries and fncrease the
ble'nefits of international trade to a1l participants, S,
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Chairman’s Opening Remarks

* Peter Kenen
Princeton University

-

MR, BRUCE DUNCOMBE - Foreign Service Institute: Ladies and gentlemen,
good merning. On behalf of the Foreign Service Institute and the Agency for

-

" Internationa) Dwe'lopnen’t. 1 would 1ike to welcome ;!';u to the trade seminar

that 'we are ho]ding today on special and differential treatment for the
deve'lo;ling mntries fn the Mdtilateral Trade' Negotiations.
, Or, Kenen is the Chafrman for the seminar. Or. Kenew 1s a graduate of

- Columbia and Harvard University. From 1964 to 1971, he was a Professor of

Econoliics at Columbia. Since 1971, he has been the Halter Professor of
Economics, and the Director of the International. Finance Section at Princeton
Unive&ity.

¢DR. KENEN: Thank you very much Mr, Duncombe. The program calls for me
to make some we'lcoming statements. I will try to be brief, .. '

© The .three,paper; before us today deal with a range of issues having to do
with special and_d{fferential treatment for developing countries, with each

focusing on one dimension of the trade negotiations -- the matter of (RS, the

. matter of safeguard procedug‘es and the matter of subsides and countervatling

duties.
The papers differ in the emphasis they give to particular aspects of the
) .
problem, Some of the most important issues can perhaps be introduced by these

. questions: Firstly, what is the rationale fn each dimension for giving special

ov differential treatment to the develo::-ing‘éountries? Secondly,'what sorts of

. differantiai or specfal treatment mig!?t be afforded from an administrative and -

pd]itica'l pofnt of view? Thirdly. what degree of reciprocity, if any, ought to ,

be ‘requited in each area, or perhsps in other ams.ﬁin return for specfal or
differenti'al treatment? Fourtﬂly. what difficuities are we Iikely’to encounter

fn negotiating differentia) or special treatment?
* " ;
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1 hope that the duthors wi11 €ry to focus on these questions in thefr
presentations today,regardless of the degrae to wnich they may have discussed
them in their prepared papers. In the initial presentati sons and later {n the
genml discussion, ;e might 2150 try to cover some broader questions defining
the context for analyses and negotiations of these particular issues. There is,
for examples the question that has been troublesom: in an North=-South neyo-
tiations. which s the probl+x of differéntiating amngf‘developing countries
for the purpose of graduating countries fron one class of eligibility to another.
What are the Tmplications of dofng so in each of these spe..ial areas?

It 1s worth askins, moreover, whether these mrticulnr areas within the \

mltﬂatera‘l Trade Negotiations are indeed the ones that afford the =ost pmisi:iig

opportunities for special and differential treatment. Should we be focusing on ,f'
these or other aspects of comrcial policy a$ the most fruitful ones, in which/
to differentiate the treatuent of developing~and deveioped countries? “f

Another question has beera mentioned n at least one of the papers, addre,ssing
the extent to which some quid pro quo should te requested outside the trade - )
negotiation_s - sm:ething other than a reasure of reciprocity. There‘my be
trade-offs between concessions in these areas and concessions {n ot.er areas of
concern. _ , . ;’;"'

' The broadest question has to do with the context- of the currant negotfations.

a matter on which all of ys make implicit Judgments when we deal with l}rade
policy. Are we dealing today with a holding operations trydng to resist a
retrograde tendency"in trade policy, or are we on the eve of an cpportunity for
further substantia? 1iberalization?'; ¢ / .

Finallys Professor Mefer's paper raises a vita) question. To what extent are
we dealing with the particulars of nation‘al trade policiess and to what extent are
ve -- or should wie ba -« taiking about the rewriting of the international

commercial constitution? -
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P, 7. A%, of these guesticns ave velevant to the particulars of the suggeStions
we my be able to make today. But Jet me turn without further delay to the

1

co-authors of the first paper. which deals with the 1iberalization of quanti-
L

tative mtrictioqs on imports from developing countries. . P
. 1

. ! ' .
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Specie) and Differential Liberalization of Quantitative Restrictions
1e, ofi Imports from Developing Countries

v

“Tracy Murray and Ingo Walter®

This paper considers specfal and differential treatwent of exports from
developing countl.rie's in providing opporturities for improved market-access in
- sectors where quantitative import restrictions (QRs) oonst'itute an important
] obstacle to trade. The term “special and differential™ has been only vaguely
. defined so far. It is generally taken to mean Paying specfal attention to the °
e trade interests of less deyeloped countries (LDCS). This definition embodies
strong connotations of vertical equity. or =ore precisely, inequity. That 1s,
* the basic justification of "special and differential” treatment rests on
Inequalities In the abi'[ity of countries at different stages of :Ieve'lopaemg
to compete in the real world of Intermational commercial diplomacy. We shell
add to this argument the further proposition that QRs--even when fnitfally
applied on a rondiscrimtnatory _basig. tend for varfous reasons to be dispruper-'
" tionately restrictive for the prof-sts of existing or prospective export interest
" to the developing countrfes.
‘ We ;hall thus define “differential”® measures 45 those nhich'provide Lo

exports more fayorable market access than non-tLOC exports--{ .e.: preferential

- ' access. And we shell define "special” measures as those which are appiied on

an. HFy {non-discriminatory) basis but 'targeted Specifica'ny on products of

*Respectively, Assocfate Professor of Economics and International Busipess. and
Professor of Economics and Finapce, Graduate School of Business Administration,
New York Unfversity. The authors are indebted to Mr. William Beasom for
statistical assistance. Mr. John Evans and Professors Ronald Findlay. Petar
! 8. Xénen and Rachel McCulloch provided halpful comments on an earlier dreft,
presented at an FSI/AID Joint seminar on “The Multilateral Trade Negotiations
and tha Developing Countries,“ Mashington, D.C., 22 Febryary 1977.
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particular concern to the developing countries. This may or may not corre-
spond o the terns of reference OF the GATT Framework Improvement Groups formed
in Novesber 1976, charged with examining the developing countries’ stake in the
Bultilateral Trade Negotiations and possible changes in GATT ruies in theiyr
interests. ! _\ . i
We shall begin by revi‘ewing Briéfly the nature and econcmic effects of
quantitative trade l-e;trictions. focusing particularly on an empirical assess-
ment of their overall importance for the trade of developing countries. We

proceed to discuss the speciai case of textiles, altermative approaches to

TR 1iberalization embodying speciai and differential characteristics, and

possible new features in the rules of international commercial policy to
facititate imp) ng special and differentfal treatment within an overall
framework of trade 1iberalization.

I. Introduction

As a component of the protective structures of developed market-economy
countriess quantitative import restrictions {QRs) have been assignedi number
of specific funttions. .

First, QRs have been employed to provide permanent shielding from ‘import
competition to selected economic sectorss such as agriculture and textiles,
that are considered sensitive” for socfal or political reasons--sensitivity
ascr.ibed’to such factors as national self-sufficiency as a policy ol;jectqive.
the need to protect low-skill workers, regional economic balance, intersectoral
income parity, and the 1ike. In affording permanent.protections quotas have
the advantage of being "positive” in the sense of not allowing shifts in

domestic or foreign market conditions to influence the volume of imports.

J———

luuttilatera) Trade Nedotiations News, U.S. Department of Commerces Office Of
Tnternational Trade Potlcy, No. 22, January 1977.
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_Second, [Rs are frequently ysed for balance of pa,ynenis purposes as
tamporary t;pirdients. Although this practiceé Ms fallen into t:lisrepute.
quntitative {mport 1imits say be placed on all merchandise transactions,
or on certain product categories where domestic production can wore or less
mdl}y substitute for Imports, with the intent of cutting down on expenditures
abroad as nﬂe::ted in the current account of the balance of payments. This
use of (Rs s usially crisis-oriented, and tends to be replaced by measures
in other £eci -.-rs--;\such as deflatiomary macroeconomic policy, exchange-rate
alteration, or excb}nge control--within relatively short periods of time.

At 1east asong the devb\mped mirket-ec nomy countries, the existing system of
floating exchange tates and a genera) comitment to vefrain from begger-thy-
neighbor policies Jowers }he threat of QR-related trade disruptions arising
from this particular soyrce. .
Third, QR‘s may be u’sad to provide temporary protection for import-
competing suppli;rs under "escape clause® or similar arrangements des'igned
to gase problems of adjustment by domestic industries to rapid shifts In
trade flows. The economic ratjonale here s that the associated adjustment
costs depend 1n part on the speed of the adaptation requived, and that slowing
down, the pace of import growth can significantly reduce these burdens for the
sectors most directly affected. Economists have relatively few 'ob.iections
in principle to such measures applied 1o promote “orderly” and low-cost
adjustment processes.z They do, houe\;er. emphasize the fnevitable development
of vested interests intent on retaining “temporary" QRs for periods longer
than can reasomably be Justified on adjustment grounds.

“Ihe evidence to date 1s pot very clear that slower, ‘more orderly, adjustment

over longer periods of time is in fact cheaper than rapid and disryptive
adjustment which is completed in 2 relatively short time period. The poiftical
costs‘. however, may be yiewed rather differently.

40
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_ - “ A related *anti-disruption® usz of QRs is to prevent foreign suppliers
from taking umnuge of Maccess for predatory purposes, to inflict
permmnent frfury on domestic suppliers that is unfustified by underlying
sconomic factm's. in1 order to take advantage Jater on of a Tess compatitive
mrket structure. Siuﬂarly. (Rs may sometimes: be used to counter foreign
Qvernment subsjdiution of exports, as well as the trade-deflecting effects
" of closure of 't;lird-col.mtry markets which Tead tona sudden import surge.
Again.. the use of QRs is: intended as a temborary expedient, in this case to
deal with fofeign-s:ource departures from the free interplay of market forces.
\ Thetr subsequent r;eunval in response to alleviation of the o.ffend'lng private
or public policy measures may be somewhat easier than 11-1 tne aforementioned
cases. But the use of‘ countervailing duties or import surcharSes may still
be preferible to th'é imposi‘tion of QRs as a temporary expedient to achieve
. the same ends. : .

Finally, QRs may be used-to; retal fate against foreign restrictions -~ .
imposed on national exports, usually where alterpative adjudication of
disputes has failed. Moreover, special forms of QRs can be employed to
regulate trade with individual nations under bilatera) agreements, and
embargoes may prevent imports from specific countries for péilitical reasons. ¥

QRS continue to play a pminent role as a tool of trade policys
certainiy as reflected in current Jegislative mandates and GATT rules. The
’ IS, Trade Act of 1974, for example, empowers the President to use quantitative
restrictfons as a way of providing relief from injury caused by import competi-
tion. One 11,5, obJective in the current Myltilateral Trade Negotiations (MTN}
is to “...obtain internstional safeguard procedures designed to pemit the use

of temporal¥ measures to ease the adjustment to change brought about by the

L
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“effect of Such‘l:legotiations upon the growth of International trade."3 1n

its attewpts to seek reform of the GATT negotiating machinery, the U.S. has
pressed for expansion of the safeguard provisions to cover 211 types of

_restraints.used by countries in response to import related indury of domestic )

[N

iﬂq‘stl’y; 'Inc‘l}dil'lg QRS. + . ‘
The 1_954 U.S. Trade Act also provides for the use of QRs, alone or i’n/
combination with Import surcharges,. to deal with serious balance of payments

and/or exchinge rate pressures.4

Moreover, QRs may be used to counter unfair
trade practices on Ef;::n of foreign suppliers to exclude the goods in gquestior
from the U.S. market, or to retaliate against foreign import restrictions and
withholding of supplie; The President may negotiate the removal of existing’
QRs, although the resulting agreements must be submitted to the Congress, for .
aﬁproval. . v -
Within the framework of the GUT, Article "~ ~xplicitly prohibits the
application of QRs to imports from other contracting parties._ However, the
11st of exceptions Includes provisions to alleviate critical §hortages of
foodstuffss administration of classification and grading standards: enforce t
of domestic restraints of particular productss remova) of temporary agricultural
surpluses (a1l Jirt{cle X1)3 balance of payments adjustment (Article XII};. .
infant industry protection (Article YVIII) only for LDCs; temporary escape-
clause protection (Article XIX}; enforcement of domestic health and socfal
welfare standards (Article Xx): and assuranc;a of national security (Article xx1),
in addition to effectively permitting pre-GATT national QR legislation to remain
in.;force. lJeSpi'te these wide-ranging exceptions, it is clear that the U.S. and

B ———

37rade Reform Agt of 1974, Report of the Committee on Finance, u.-é. Senate on H.R
0 (¥as ngto%'. 0.C.: U.S. Goverament Printing 0ffice, 1973}, p. 23.

4lndeed. Article XII of ‘the GATT authorizes for balance of payments purposes only
the use of QRs, finstead of tariffs, apparently because they could be more easily
dismantled when the need for Import restrictions has been overcome.

- ¥,

y
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other countries have app}ied hRs in ‘viplation of the spirit of the GATT Articles
> “and are continuing to do so--especially in providiqg essentially permanent pro-
t \ on to specific econ;:mic sectors.5 ’
Therz are several different \types of quantitative trade controls. First,
quotas are efther "global” or “selective.” Globa) Quotas fix the total amount . .
of 3 partfcular product that can be imported from any source during a particu]&_l: )
. time period. ’ Selective or discriminatory quotas do the same {ghi‘_ng with respect
to a speciftc forefgn supplier. Global quotas are sometimes subdivided into
a number of supplier-country quotasy thereby defining the relative_ sl;ares of
overall allowable imports allocated to each one, Unused country quotas may
or may pot be reallocated to other suppliers. and there is the possibility
of reassignments of count‘ry quotas from one time period to the next. Alter-
natively, g;obal quotas are often administered on a first-come-first-served’
basis to the benefit of the more competitive and somf;ticated suppliers.
Such 2n administration introduces an element of uncertainty regarding the
date on which the quota becomes filled and, therefore, imports are no longer
permitted. ¥
A number of triggering mechanisms are available for use in quota adminis~
tration. Import calendars (or seasonal quo'tas) are <ometimes used in the
agricultural secteh, Vimiting imports to periods wnen there 33 no domestic
'harvest or when it is inadequate to meet domestic demand at acceptable prices. .
Conditional imports may be permitted tn case of domestic agricultural 'supply
SThis inql'ludes restrictions imposed wnder Section 22 of the U.S. Agricultural
Adjustment Act; the European Community's Common Agricultural Program; the
varjous [textile agreements negotiated wnder GATT auspices {see below) s
provisions in trade legislation that do not limit the use of QRs in escape-

clawse actions; the increasing use of “voluntary" export restraints, and the
like.




shortfalls. Discretiolury Ticensing may be used for mch the same purpOse
tn the nonagricultural sector, and my. not be associal:ed with any explicit,
published quota but rather teaves decisions on pemmissible imports to pubtic
authorities’ assessmentsof the state of the doaesticxrarket. .

Other quantitative restrictions to trade 1nclullie “voluntary” export
restraints.,{\'f&s). under which individual supplier conllntries are convinced
to cut pack their exports to a particular market nher? they.are viewed as
qisruptite. Such restraints are normally imposed under the explicit threat /

‘ of quantitative or other import restrictions in caselof failure to act. A /.

critical element of coercion thus underlies VERs. tﬁvolv!ng GRs or other
restrictive measures that may themselves be in wiolation of GATT cmitnents.
They are often Justified as Yorderly marketing" technigues applied bﬂaterally.
and my be wade multilateral, extended and }nstitutiom‘lized for;frtiquhr
sectors in a form such as the 1974 International Multifiber Arrangement {NFA)
in t_he textiles sector or 1ts predecesso;, the Long Term Arrangement Regarding
International Trade in Cotton Textile (LTA}» established under the auspices 7
of the GATT 1n 1952, Despite the 11kelihood that yeRs will 1sad to collusion
among foreign suppliers (see below), the 1974 Trade Act encourages the _
Precident to negotiate such restraints under "orderly marketing agreements.”
Whether global or selective. bilateral Or multilateral. QRs (a) may
be fixed in tems of the amount of trade permitted, {b) may provide for growth
of imports but often 1im$t them to a particular proportion of the market, or
{c) may be fixed from time to time according to prewaiting conditions 1n
the market, .
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Explicit quantitative import controls are ‘generally administered by
zhe_issuance of licenses--permits to import. Licenses may be allocated to
[ importers .according to historical transactions or some other basis more or
’ tess arbitrary, or they my be auctioned off by the government. Resale of
* Heenses may or may not be permitted. Allocation of licenses to domestic .
mnufacturers of like or competitive products may lead to underutilization

of quotas. Countries subject to “voluntary” export restraints may likewise

gllocate export permits to varfous suppliers and, if resale is permitted,
‘markets for such lcenses may develop a5 weld.®
Several other npon-tariff barriers to trade mey be considered to be

* forms of QRs in the sense that they quantitatively restrict imports. One
is discriminatory gévernment procurements which promotes public purchases
of goods and services from domestic sources even when competitive import
sﬁpp_lies--all things considered-~are less costly. Another is dognestic-content
restrictions imposed upon government contractors and subcontractors. The
general purst,it of “buy domestic® practices by firms under the influence of
government or subfect to governmental campaigns also falls under this general
heading--as do "mixing and mil1ing" regulations that specify the max imum

- imported content of products permitted to be.offered for sal;. The effects
on trade are similar to those associated with more expl icit quantitative
restrictions. S5til) another type of R is foreign zid tied to pmcurgmenl;
by the afd recipient in the donor country, a practice,\followed by most

SFrom time to time,.active markets for "export licensés p\gave developed in
several Asian natlons as a result of .5, voluntary ex (t restrajnt”
agreements under the LTA.

-
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* industrial nations. Finally,.a number of countries intist on licensing imports

for “statistfcal™ i:urpuses. which my at times serve to restrict tmde--e{timer

_directly or as a result of delays and uncertainties fnvolved in the {ssuance of
§

P

1fcenses. \ - ' . ) '
-1t showtd, perhaps also be poted the’ the variab'le 1evy system; adopted
in the agricultunl sector by the European Economic Comnunity as acritical
part of its Common' Agricultural Policy, has effects very similar to QRs even
though {t 1s not clLssif{ed as such By assuring that the 1mport levy aiways
equals 51 more than the difference between unrld market prices and intemal .

-target pr‘i/ces. variable levies make sure that fmports are confined to the

role of filling any temporary gaps tllat may emerge,betueen jnternal pmductiun
and demand at those prices.

A much Jess restrictive approach is the sp-called "tariff Quota,” under

which a predetermined yolume of imports 1S admitted under 3 bas¢line tariff

rate_{i.e.. MFN or GSP) witirTmports bayond that 1imit being assessed a higher
rate of duty. Such a provision is embodied n the GSP preferential tariff

‘ systems of the EEC and Japan. The V.5, International Trade Oomnissiu_n has T A

recently suggested a similar approach_for providing {anporary protection to

the U.S. shoe fndustry--the 10% HFH tariff to apply on imports up to 265

mi11fon pairs annually with additional imporfs paying a 40% duty which

will gradual’ly decline gnce again to the loxm rate gver a five-year period,
Last]y. "state trading” government monopolies which are given control gver

all imports of particular products may ajsg be mnﬁidered ORs under certain ‘

conditions. Under such arrangements a buvemm:nt can adeinistratively tailor

the volume of imports to accord the desired degree of protection to import-

competing suppliers.

16
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1. Mjgatinps_far_countﬁes Applying QRS
' In terms of their impact on.the domestic eqonohr, quantitative import

contrgls have a great deal In common with tariffs:7 Both serve to rafise

prices of imported products to domestic buyers, Both cut ;:he volume of

_imports. 8oth tend/to stimlaie domestic import-competing production and

feduce Yovels of consumption. Both géﬁtmte efficiency 1osses in the domestic -~

economy and bring atout the re{l’istﬁbution of income from cmsmgsfotm;

ducery. But while tariffs bring about these effects by taxing the cq;toins

vatue of imports. QRs do so by physically limiting the quantity of ig‘i)orts

allowed, thuys setting effective supply to the market equal to domestic supply

plus quota imports--with the latter resaining the same regardless of domest ic’

or foreign market developments. '
- In a static world, one important di ff;rence between tariffs a:d“tluotas
¥s the revenueeffect. With tariffs, the goverhment collects an amount equal
to the tariff rate times the amount of inports. With quotas, the same revenue
is coliected only if import permits are auctioned off in a competitive market. \
Otherwise there are windfall profits for the impori'ers. for poncompetitive I
for_eign exporters increasing their prices, or both. [In the latter case, the
ap;ﬂicaf:ion of quotas may lead to worse terms of trade than do tard ffs.
Selective or 1discr'iminatory quotas have the addfitional disadvantage that they
generally fail to concentrate imports on least-cost foreign suppliers, uniike

tariffs, thys leading to a wasteful vse of world resources. »

Nhere has beed extensive discussion among economists concerning the conditiops -
under which tarfffs and quota® are "equivalent™ in both general equilidbrium and
partial equilibrium trade models, with and without the assumption of competitive
markets. One fmportant qualification in comparing quotas and tariffs is the
assumption of perfect comPetitions when monopoly clements are present the
“squivalency” of the two instroments tends to break down. See Jagdish Bhagwati,
“On the Equivalence of Tariffs and Quotas." in R. €. Baldwin et a), (eds.) Trade,

-Tariffs angd Growth (Chicago: Rand Mcially, 1965} See also M. E. Kreinin, “The
quivalence of Tariffs and Quotas Once Again,” Kyklos, March 197C; and Ingo Walter,
“On the Equivalence of Tariffs and Quotas: Comment,” Kyklos, March 1971.
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In & dynamic world, ua';-ginal supplies in response to growing ‘;lomestic
demand come ~from imports under tariffs and from doa.testic producers under
quotas Efficiency losses, fiscal revenues foregone, and income redistribution
from consumers to producers increase under Quotas but remain the same :;r decline
-|;nder tariffs. Effective pmtection of, ilport»coweting suppliers also intreases
unger quetas but remains the same under tariffs as a result of domestic dmnd
) growth. Domestic and foreign warket shgcks remain independent of one anothere-.
an insulation that tends to aggravate inflationary pressures in the importing
country by holding down the growth of productivity for a given rate of monetary .
expansion. . '
’ From a perspective of economic growth, quotas may cause nlnre’ damage
than tariffs. One important fttqction of imi;orts in mature economies is to
“scavenge"--to put pressure on declining industries and force out high-cost
producers so t;hat' the factors of production enployed by them’_can be reabsorbed
in other ingiustries where their marginal productivity is higher. In spite of
the adju'stmentl cos.ts involveds the “churning" of productive factors from lower
to hiéher‘-efficiency activities is an important part of the growth process,
and in open ecoromies imports provide siénificant stimus in this area. When ‘
this function is impeded, particularly as a result of cutting the jink between
national and fnternational markets by the imposition of QRs, growth of the
national.economy suffers.
Anather element that 1S often overlooked when considering fmport controls
is the fact that the resulting import reduction tends to lead to an artificially .
overvalued currency which reduces exports. Thus,.the question {5 not whether

!
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to adjust to import émetition (i.e.s protect Jobs) but how to adjust.
The. dectsion to tmpose rt controls is tmplicitly a decision to encourage .
wmployment and production Where ‘domestic productivity is low and discourage
these activities in eiport sectors where domestic productivity is‘ high.

Sti1T another groblun with quant_itati\ﬁ_imrt restrictions that daes
ot arise in the case of 'eqqivalent tariffs invoives the transactions and
_fnttrﬂrs efficiency costs of allocating import privileges. Th?e‘alloca?:ions
n_,v‘be random. and create 1hﬂex1b1;ities. potential corruptf.«, and Theffi~
ciencies among firn; usihy t,bem-al'l costs which are hard to measure but
nonetheless rea). In addition there is the possibility of' quota underutiliz‘ation
_mtiquod_ eariier. Such effects often hit hardest those firms which use
intermediate inputs that are imported and subject to quotas.

“Yoluntary" export restrictions on balance appear to do more damage {
to "“the national econw of the 1mport1ng country than do import quotas. This
is because the foregone revepue that would have gone’fo the governnent under

\a static-equivalent tariff, or to domestic importers under*an import quota
' fit least $n part), definitely goes to foreign exporters under VERS. They
ny encourage these exporters to colludes and thus create a monopoly element
in fmport supply. Both factors serve to worsen the MPOrtihg nation's terms
of trade and render VERs the worst possible optfon for the 1mpo;’-ting nation,
from a static welfare point of views in achieving a given level of protection.
iRs also‘tum out to be an inferfor policy instrument when used for
balance of paymen;:s purposes, fn spite of thefr “positive” ability to restrict
i,q';lorts. Tariffs or import surcharges have the dunlﬂbalance of payments effect

»
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of switching purchases from imgrgs to home-produced good\s and simultaneously
;lrnfning speﬁing power from the in;:ome stream through the revenue effect. .

Import quotas accomplish only t7:or1ner and, if exporters abroad raise their

Ty
13

prices, may lead to increased foreign exchange disbursements f0¢ those mports
" allowed. Even if this 1s notje case- QRs pardly cut domestic shending as

those uho reap the windfall gains re—inject the resulting purchasi
“into the income streams thus/ég;ducing further negative balance of
effects. ‘ g -
s In addition tcyée aggregate effec;s. there are micro elements which
reduce the attracti\geness of GRs. Exporters interested in maximizing their
total expo;t earnir!ﬁs will change the composition of exports from low unit-
_ value ftems to hisfn unft-value items Within a given QR or VER product definition,
. The reduced availability of tho low unit-value ftems wi1i disproportionately
affect consumers /c;n' such items--i.e., the QR can be expected to be a regressive
tax on importing-country consumers-.altiough domestic producers switching
output the other way may moderate this effect. Moreover, any such switching
of output within product categories will noticeab!y reduce the negative impact
» of QRs on import expenditures. Both of these disadvantages of QRs or VERS
are absent when ad ga'i_or_g_m_ tarsi £15 are used to provide equivalent protectfon -
though not when specific tariffs are used.
A number of studies have attempted to measure the effects of (Rs on
the nationa) economfes imposing them.® Some have taken a very aggregate view,

+

8see for emtle Stephen P. Magees "The Welfare Effects of Restrictions on U,S.
: Trade," Brookings Papers on Economic Activity, 19725 C. Fred Bergsten. The Cost o

Import Restrictions to icen Consumers !ﬁew York: American Importers Assoclal

: 11se Mintz, U.5. rt Quotas: Costs and Conseduences (Washington, D.C.:

American Enterprise Institute, s HarryY H, Be Domestic Price Impli-
cations of U.5, Protective Medsures,” in United—&tates International Economic
Policy in an Interdependent Warld, Vol. 1 {Washington, D.C.: 0.3, Goverrment
F!nt!ng Office, 1971); and Andrew F. Brimmer, “Import Controls and Domestic
Inflation," Federa) Reserve Brard {mimeo.)s Novesber. 1970. :

1

50




v =47 -

vhile 2 :nnber of other studies have attempted to assess their implications
" for specific Indystries and sectors. One recent stn;dy of voluntary export
restraints invelves steel. In 1969, the EEC and dapan agreed to Vimit

thetr exports to the U.S.. Each was,assigned 41 of an overall limit

of 14 m§llion tons, 4 mi11ion tons below 1968 import levels, the r:anainder
being assigned to other (non-signatory) countries. The self-1imiting quata
ws gradually increased in later years, and in some years was non-hi‘nding.
It was coupled o a 7% tariff rate, which deciined gradually as a result

of the Kennedy Round, although the VER presamably: was the operative t-ide
‘Sarrier. Over the 1969-73 period, actua) steel imports were about 4.5 -
mil1ion tons, compared with an estimated 108.3 mi11ion tons in the absence
of trade restrictions. Ocmestic shipments during the period were 475 million™
tons, compared with abo’u't 458 million tons estimatu;d in the absence of trade
controls. The import market shave, which averaged 15% over the period,
would have been s1ichtly over 20%. Absence of the trade barriers would have
led to a gradudl increase in the market penetration by imports. inducing

3 laypffs in the steel industry work force 2nd corresPonding profft losses
of domestic steel firms, but these would have been more than offset by

gains to steel-using industries and consumers 2s 3 result of lower pri::es.g

11, Implications for Exporting Countries )

Just as ORs have 3 variety of effects on the countries using them as
to0ls of commercial policy, so too do they infiuence countries exporting the

products being restricted. Such damage, of course, cannot be wholly ascribed

Y0ames H. Jondrow, "Effects of Trade Restrictions on Imports of Steel".
Conference on the Impact of International Trade and Investment on Employment:
The Departmént of Labor Research Results, December 2-3, 1976 {mimeo.
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to (Rs. It may often result from tariffs and other types of trade restriction
as well as 'uitll unfavorable market changes such Is. recessions in importing
countries, development of substitutes, and the like. Such market-related
L. shifts may be either transitory and can be,“ridden out" with some dég?ge of

- assurance that they will pass, or more pema.rnent but sufficiently gradual

< ’ as_to be assimilated by the economy in a reasonat;u orderly way. ~
: l.initati::ns of market-access by means of ilnport’ quotas reduce export

demand, export earnings and cutput and employment in the affected industries.
o Permancnt QR protection of “sensitive® sectors skews trade patterns and
- ,- ndustrial structures of exporting countries away from the dictates of inter-
nrationat comparative advaritage. Exports may flow to third countries at lower _
prices than would have, been obtained in the absence of QRS. Hence the terwms
of trade deteriorate, unless the exporting country is able to cottude with
other suppliers under a global QR to rafse prices or can itself raise prices
under a selective QR--in which case its terms of.trade may improve. tIrn the
absence of t'his sort of monépolization- however, the exporting country's )
gains vf’rom international trade and specialization will be smaller. Domestic
resource-use will in any case be less eff;cient;
Permanent QR protection &1so damages the economies of the exporting
countries in a growth context. Instead of permitting expdrts to refiect
' domestic shifis in the labor ;or}:e. capital formation and technological
change, these agents of growth have to be chamneled into al terﬁa'tive sectors

where their contribution to growth may well be less. Since existing patterns

of comparative advantage in developing countries tend to favor labor-intensive
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“{ndustries, precisel¥ those frequently subject to QRS {n the industrial
" countries, the resultant redivection of the sources of economic growth fn

such a se%i:ing can be dmging indecd. On a long-term basis, then QR's \/\
prevant exporting countries from using‘ their productive resources to fullest

- advantage and stunt their or.onomic growth. This is something the developing

céuntries can 111 afford.

There are other costs &S well, -Some LDCs are so hea;fily export-oriented
and import-dependent “hat negative devélomen:s in the export sector such as
those engendered by QRs make themselves felt quickly in the level of aggregate
economic activity, And often export earnings are heavily “oncentrated in a
single product group which, if impacted by QRs, may bring econqmic hardshin
to a particular developing country out ov 211 proportion to the importance
of protecting the industry in questit:’m to the importing country. Many q:ielop‘-

“ Ing countries also carry 4 heavy burden of extemaily-held debt, which they

must service in large measure gyt of export receipts. In attempts to secure
further Toans abroad or refinance existing debts QR-induced problems in

export performance may elevate the degree of country-risk in the eves of ___forﬁgn
lenderss thus Increasing the cost of borrowing and/or reducing the country's
access to internationa) credit markets. Mot least important, mos!:- developing

“countries mainiain exchange control regimes of one kind or another, whereby

foreign exchange earnings are rat;oned out to meet import needs 2ccording to
established priorities. Heaﬁnes\i in exports induced by QRs may thus lead to
reduced imports and even more unfmed needs than would othemlse exist.




The use of GRs for “esgape clayse™ type action, under whatever trigger
locl;lnisn are ysed, may have short-term effects in developing countries that
are rather drematic. Sudden 1msition‘of QRs and its effects on export and
Production volumes relu_gs productive factors which may resain unemployed
fo=r sm time before being veabsorbed in other sectors where their productivity
15 lower, In developing countries, where alternative employment of productive
JSactors may be extremely restricted, both the factor-underutilizat!t;n and
factor-misallocation costs resulting from QR-induced market closures may be
far more stgnificant than for advanced countries subject to the same sort

of’ mtr‘lction.w One elerent that may soften these effec;s is the possibility -

of trade-deflection from the closed markets to those remaining free of QRs,
‘Yet the rapid growth of exports to such open markets via trade deflection

my generate adjustment problems in those countries and ra$se the pmbabﬂit:y.

of additional QRs or other protection there as well,

Another problem assoctated with QRs is the uncertainty they may induce

smeng individual suppliers in exporting countries. Published global quotas
with Permits issved to prominent tmporters may place them §n a dominant
bargaining position 1f there are numerous potential suppliers avaflable in
vartous countries. Even if this is not the case, efforts to collude with
other suppliers may lead to indeterminate prices and markei shares. Country
quotas may have fewer such problems assocfated with tha;. but there s
always the question: Which domestic suppliers will be chosen to serve -
the restricted forelgn markét? This is even more true of *voluntary” export

. quotas, where the allocation problems of rights to export are similar to

I
&

107pere 15 n tssue of who should bear the pisk of fnstability. See Jagdish N,
Bhagwati, “Export Market Disruntfon, Compensation and GATT Reform.” UNCTAD,
March 1976 (mimeo.). and G. M. Mefer, “The Safeguard Negotfations and the
L°TT Reform,” U.5. Department of State {mimeo.}, February 1977,
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those related’to the issuance of licenses in the QR-imposing country, described
earlier. gut perhaps the greatest degree of uncertainty results from discre-
tionary 1icensing, unpublished quotas. seasonal quotas and sfimilar measures
I which prevent export suppliers from assuming stable and orderly foreign
mrkets. Lastly. developing countries in particular often run the risk of
Tnadsquate information about the characteristics of foreign QFs, in part because
. their trade-informatfon networks may be pocrly developed and staffed.

" The instability and risk that may thus be associated with QRs affecting
an LDC's exports may compound the problem of export vo!ati‘tity which many of
them already face. Countries of.en count on diversification of exports into
mnufactures‘and semi-manufactures as a way of mitigating the export insta_bility

'that tends to characterize primary commeddtices markets. CRs impede Ehis diversi-
fication through their negative impact on investmeni incentives. t-}m“;mking the
prospects for thedeveloping country worse.

The aforementioned growth-retarding impacts of Ors on developing countries
are not eliminated when "escalator” provisions are built jinto the (Rs, as under the
m1tifiber Arrangement in textiles. A six percent growth factor ma} reduce
the damage to A mature exporter such as Japan-‘ Taiwan or South Korea--although
even here the ceiling ongrowth rates can still 12ad to distortive effects.
Howevers for ap LOC only just beginning to develop fts industry ina restricted
product 1ires where minimally viable scale. economies require inftial export
growth rates as high as $0+100 percént, the demage may be severe indeed and
may preclude certain new sectors from developing at all. QRs may thus "lock
1" miniscule market shares for many developing countrfes and preclude what
pight otherwise represent some o‘f the most promising long-range options in

national growth strategies, .

e : o
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‘ To summarize, just as QRS may be judged more damaging than tardffs to th

v economic welfare of countries 2ppiving them, so their ability to effectively

] l sever the interplay of market forces among countries may make them more damagin

‘ to exportfng countries as well. Their effects reach int.o the fabric of mations
economies, both as short-term shocks and as permanent barriers to export growth

> and they may be particularly damaging to developing cowmtries as a result of
Timiteo transformation possibilities, str;ugtural rigidities, and poorly dev'eloy
infrastructures. If it is true that LDC exports are particularly susceptihle
by their very nature to the imposition of EgRs. such arguments should provide a

relatively firm foundation for "special 3nd differential® measures to achieve

‘theie itberalization.
. Incidence of QRs op Developing-Country Exports

There are serfous problems in measuring the incidence of Qis, which
essentially involves estimating how much trade might occur in tleir absence.
This, in turn,. requires estimating the effect of QRs on domestic prices, on ‘
quantities demanded by domestic consumers Or users, and quantities supije;:l
by import-competing producers. Both domestic demand al.hl. supply elasticities
are needed as well as the foreign supply elasticities. Since the estimation

) . of these parameters 15 notorfously difficult, assessments of the “restrictive
effects” of QRs based on this tee\:hnique are usually 1ittle more than educated
guesses. Alternatives are available if one can project pre-QR import growth
rates and compare the resulting hypothetical imporis with QR-restricted import
values, or if cross-sectional c?mparisons can be mde between Countries

applying QRs and these that do not.
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: Stil1 another alternative is to determine the “coverage" ipf trade /

1
)

by QRs--that is, the proportion of a country’s exported product-zglmups qr ,(
: eip%;olmes subject to QRs abroad. The problem here is that thg QRs thems '3

servesidistort the export-volume figures.“ and even if undistorted'i;" ts _'ﬂ:"?

-

> L
v

are used, "coverage estimates do not pretend 1o measure what would have
happened in the absence of QRs» i.e., thefr restrictiveness. Dn the other
. hands such estimates do give at least s[nne indica??o'h*whgther QRs represent
a trivial or an mportant problem for LOCs, individually or as a group.
Apart from the textiles sector, discussed below, U.S. quantitative
restrictions at present cover imported meat, specialty stee), petroleum
products: printed books and period'icals. afrcrafts ships and boats, dairy
products, 0il seeds and fruits, margarine and other edible fats, sugar,
chocolate and other food products containing cocoas certain preparations
of flour ;nd starch containing cocoa, sweetened forage and cer'tain other

food preparations. Imports of wild bird feathers are controlled, as are

narcotics and firearms. In terms of their fmport-restrictive effects with
the possipie exception of sugar and meat, the majority of American ORs would
not appear\to have major trade-restrictive effects on DC exports at the
present time, given LDC suppl¥ capabilities. QRS on periodicals, ships and
boats and ,perhaps.*veral of ¢he other products may affett exports from
individual developing countries. {lence it appears that the principal LDC
{mpact of U.S. non-agricultural QRs resjdes in the textfiles s&'tor. assuming
that oil fmport QRS are today redundant.

Mnis problem is eﬂual 1y as distortive when post-QR data are used to estimate
varfous demand and supply elasticities, sfince the observations on price do not
necessari1¥ 1ie on either the demand or supply function. See Ingo Walter,
*Kontariff Bavriers and the Expor. Performance of Developing Countries,™

American Economic Review, May 1971. See also, R. 6. Hawkins and 1. Walter {eds.)
The United States and International Markets {Lexington, Mass.: D,\C. Heath,
1972}, chapters.d_apd 5. . N
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This is Tess true of other developed market economy countrizs. Frances
Italy: Japans Portugdl and to a lesser extent Switzerland. Norway and the
Benelux countries uj_nt:lin more extensive QRS on Industrial products, including
such important jtems as footwear.. ‘ceramic tableware. cutlery, and tools-—-
although a certain amount of 1iberalization has occurred over the past decade
or so. In the agricultural sector, leaving aside the European Community's
_\rariahle levy scheme, Switzerland, Morway. Austria, Japans France and anada
&re among those maintaining long 1ists of commdities that are subject to
QRs at the national 'level.

As roted, analyzing the impact of QRS on LoC exports using existing
trade data s very dihfficult because there 15 almost no way of Identifying
the pattern and volume of LDC exports that would exist in the absence of
QRs. We shall therefore attempt to shed some Vight on the ques_tion by simgl;;'
coparing LOC export performance in markets controlled by QRS with their .
performince in "open" markets--those having no_QR restraints. The presﬁmtiol;
1s that if LOCs have a larger share in “open" markets than they do in restricted
markets, their exports would tend to be competitive im werld markets. Libera- |
1{2ation of (RS, even on a nen-preferential basis. would thus benef{t LOC i
trade interests. Hence. policy initiatives could well be 1imited to "special”
measures to 1iberalize QRs--i.e., choosing products of export interest to LDCs
first. \Ifs on the other hand. LDCS dominate both markets they are ebvicusly
competil&ve. and if they supply nefther they are not competitive at all.

08
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Table 1 presents LOC exports t0 the 0ECD countries of those products which
are controlled by QRS jn at least one OECD country. The trade flows are then o
subdivided into QR and ”o}aen“ markets. The former category covers imports fnto
. countigies that actually apply QRS to the products in question, while the latter
do not appl¥ QRs to these same product-groups. Textiles are exc;?‘ded. but will
be treated separately in the following section. '

LoC suppliers are inconsequential for half of,thg QR-product groups,
23 of the 45 BTN two-digit categories subject to any reported QR among the
OECO countries. It seems clear that these are not inst'ruuental in restraining
{inporl:s from developing countries. and their 1iberalization would not appreciably
s’gimlate LDC exports. ) N

The data for the remaining product groups sometimes;, seem to hide more °
than they reveal. For example, consider coffee and tea, where the LOCs supply
over 90% of both QR and “0|;en" myrkets, and sugar. where the U.S5. quota pre-
fere;ice for the Phﬂ‘ippines and proximity to the Dominican Republic ]':rlght have
explained the high LDC market penetration into this QR market. It might be
that these are simﬁy cases in which the developing.countries were Competitive
uhen the QRs were first introduced and consequently received a relatively large
quota allotment that has been -nintained administratively over the years. In
fact, it might be argued that the QR has "protected” the LDCs" share of the
QR ,'markets--a share that has eroded somewhat over time in the “open” markets.
Tt might a1so be that LOC marketing channels were better established fn those
markets which happen to be controlled by QRs than in "open” markets.

o4
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One way to assess the extent to which QRs affect LOC exports is to
ask how heavily LOC exports are concentrated in QR markets. If the large

_markets are controlled by QRs, what is the relevance of compet{t{veness fn

"open” markets? Liberalization of QRs would be a prerequisite for any
signiftca'nt fncrease in LDC export performance. Three products--petroleum,

. e “*
coffee and tea, and mineral ores--account for 71% of LOC exports of progducts

subject to reported QR controls in any DECD country, Few would argue that

LOC export prospects for these products are dims yet only one-thivd of the

0ECD feport market {by value} is subject to QRs--only 2% for cof fee and tea.
In fdct, there is only one product for which LDC exports are heavily concen‘-
trated (925} In a QR market--edible fruits and nuts (BTN 08) and for this
product group only 38% of DECD imports from the world actually enter QR
darkets. Apparently LOC exports in this category are heavily concentrated--

"the largest single trade flow 15 Sri Lanka‘s exports of fresh and dried fruft

to France, italy and the U.K. And there are only three other products for
which the QR markets even approach half of the OECD market--sugar {BTH 17},
fish (BTN 03) and meat (BTN 02). -

The implications of such a cursory examination 0. trade flows seem
¢lear. In the main, those OECD countries which administer Qhs on‘ {mports
of a particular product account for a relatively minor share of total QECD
imports--they account for only 18% of the trade in agricultural and fishery
ftems {BTH 1-24), 22% of {ndustria) items {n BTN 25-99, and only 10% of the
latter if petroleum and minera) ores are excluded, On the other hand, the
LbCs supply a relatively small share of these QR-markets In comparision with

tl;eir export performance {n open markets. Consequentlys QRs do seem to

60 e e
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Table 1

0ECD Imports of Products Subject to
we (1973 In § ] ion)

Imports into 3% Har%ets
From Wor rom L are (%)

Dgscription

Live animals .
Meat and adible offals .
Fish. trustaceans, molluscs
Dairy products, «9gs, honey
Live trees, plants, flowers
Edibla vegetables, roots
Edible fruits and nuts
Coffes, tes, &t -

Cersals :

Products of mil1ling ¢ndustry
011 seeds, ate,

011: and fats, animal’ and vegetable
Preps. of meats, fish, etc.
- Sugar, confectionary

gocoa prepantig? .

reps. vegetables, etc,
Beveragts, :g:ﬁts.,vinegar
kr'ﬂm. wWastes

Tobacco-
_Agricultural products {Subtotal)

Salt, sulphurs ete.
Minera} ores, copcentrates
Mineral fuels, éte.
Tnorganic chemicals
Grganic chemicals
Pharmaceuticals
Fertilizers

. Essential oils, cosmetics

Phetographic goods
Misc, chemical products
Artificial resins and plastics

O

1i0
3,479
983
514
56
m
1o
89
1,179
18
1,167
82
165
1,1m
76
263
N3
9
212

65
1,760
17,382 1
n
305
66
3
132
107
61
M

s by At Least One OECO Country*

6
650
583

758
0,019

5 -
19
59

2

2.
24
52

Imports
From Worid

2,179
2,746
2,531
2,733

354

852
1,143

- 3,897

5,329
745
2,790
2,037
2,050
1,745
1,552
1,009
11,280
11997
75,050
86"
3,847
18,967
293
2,634
3,356
15
. 899
1,023
250
4,984

n Markets .
rom LoC re (%}

151 7
730 27
610 24

6 -—

8 2
239 28

30 3.
3,742 9
50? 10
815 29

15015 80 -
135 7
78 42
935 60
99 10
49 -
1,192 39
466 26

> i)
1,212 - 35
17,923 95
54 2
9 1
7 1

2 -
26 1

= )




Teble 1 - OECD Imports of Products Subject toQRs by At Least One OECO Country*®

’ . ) ) imports into QR Markets Imports into rkets
A 11} ription . From Worid From LDC LDC Share {(X) From Wor rom 2

40 Rubber, etc, - ’ 2 - -- 63 - -
41 Raw hidas, skins, leather 16 L] 88 339 a0 27
- 48 Paper and paperboard 88 .- - 1,744 - ==
49 Printed books, papers, etc. o4 -- “ a%0 8 2
64 Footwesr, atc, 420 42 10 - 2,389 518 22
67 frepared feathers, down 13 - “ 42 - -
69 Cersmic products 233 3 1 244 5 2
73 Iron and steel 43 1 2 989 24 2
8% Machinery 939 | 33 4 15,199 283 2
85 Electrical mackinery N 1,117 40 4 o~ 9,395 1,258 13 -
87 Vehicles . 3,554 L] -- 32,51 167 1
83 Alrcraft 720 21 3 1,207 12 1
50 Optical equipment 424 1 - - 1,662 8 -
92 Musical instruments 53 - - 1532 -~ -
97 Toys, games, sporting gopds 118 10 S 1,557 i . 7
25-9%9 Industrial products 3 raw materials {Sub-
ta'l) 27,866 10,951 39 Y 163,717 21,94 21
{Less !'ctroleun §27) 10,484 932 9 84,750 4,017 5
Less Petroleom & Ores #26427) 8.724 174 .2 81,303 2,805 3
1-99 Total 39,188 14,300 38 153,567 33,400 22
. {Less Extractive #26, 27) 20,046 3,523 " 18 131,159 14,264 1

Source; 'qns l?gl fed by DCs to Imports of Industrial Products from Market Economy Countries,” etec., U.S. Department of
State Isim .} 1976 end UKCTAD NTB Inventorys updated {mimeo.) 1976. Trade Data are from OECD, Trade by Commodities,
Series UN., Conmodity Trade Stdtistics. Series 0, The BTN-SITC concordance is from U.N., “Staﬂiﬁ Industrial
nde Classitication, Revised® (1961), Statistical papers, Serfes M, Mo, 3.

‘lote:‘ The data were collected for each BTN 4-digit product category for whick a QR has been reported as being applied
By at 1east one 0ECO country (excluding textiles and apparel); the data presented are 2-digit aggreqations of the d-digit
categories: These data underestimate the incidence of OQRs for two reasons: (1) not all QRs have'been reported, and (2)
m reported (Rs cover narrow subcategories of a particular BTN 4-digit product category and, consequently, data are not

Q . The product categories subject to QRs covered in this table represent 55% of total developing country exports
1]: KC ountries 1n 1973--about 255 excluding the extractive sector and about 35K 1f textiles are included.

Aruitoxt provided by Eic: R
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disct‘in'h-nte agminst the LDCs ¥n several products of export interest to

. them, The complete el imination of QRs, therefore. could significantly
enhince LOC export prospects. If, however., the complete elimination of
Qs 15 mt feasible, differential treatmedt (as contrasted with special
troatment) fn favor of the LOCs might be defended as a way of increading
their shares of QR u\nrkets--at least to the level indicated by their apparent
abllity to supply “open™ markets. Such differential treatment could be
Justified on equity grou;nds. More importantly. it can also be Justified on "
efficiency 9rounds in the sense that it at least partially removes a dis-
tortion of trade.

Y. The Special Case of Textiles

Durting the jate 19505, the 1.5, .and European countries became con-
cerned about the degree to which imports of cotton textiles were miking
inroads into their natfonal markets. The source of this fear was continuing
and increasing displacement of domestic textile production and employment by
imports from low wage countries--mainly Japan, but ncreasingly the developing
countries as well.

a To counter this threat, the Western nation, at the instigation of the
0.5, negotfated a "Short-Temm Arrangement on Cotton” under the auspices of
the GATT. The arrangement was to remain in force for one year-:l october 1961
to 30 September -1952 The arrangement permitted bilateral agreements to Timft
trade in cotton textiles--a step which previously wotlld have violated mosts

- favored-patfon treatment as contained in the first article of the GATT. This
short-term arrangement was followed by the GATT-negotiated Long-Term Arrangement
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Regarding International Trade in_ Cotton Textiles. the so-called LTA, which
_ran from 3 October 1962 to 30 September 1967. The LTA was renewed upon its
l expiratfons and subsequently a new Arrangement Regarding Internationa) Trade
in Textiles was negotiated fn 1974. ?his arrangement was expanded to include
uo_ol and man-made textiles--the So-called Multifiber Arrangement {MFA)} referred
to earifer. B ‘
The main focus of all of these arrangements was to Provide the major
importing countries with a safeguard measure to protect their domestic pro~
ducers and workers from sudden and sizeable increases jn import competition.
The rationale is that, {nstead of banning fmports from ali sources under such
conditions, bilateral arrangements could be reached highout violating the
_GﬁTT) between-pairs of importing and exporting countries on the level of s
f  trade that would consider the interests of both countries. The aim is to
provide time for the affected domestic producers and workers to adfust to
the increased import competition.
The interests of the exporting countries were frtroduced into the
Arrangements in ¢alling for the following: (1) Perfodic GATT reviews of
a1l “voluntary” export restraint agreements; (2} The restraint levels were
not to be less than the volume of trade occurring during a 12 month period
Just prior to the bilateral agreement; (3} If the bflateral agreement
were to vun beyond a 12 month period {or be renewed annually)s the subsequent
restraint level was to be increased by 5% under the LTA and 6% ynder the MFA3
{4) The fmporting countries agree to sponsor adjustment programs to move

workers to cther jndustrial actfvities in order to provide long-term expéns‘\tm

-
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;f imports; and {5) Under the MFA, the trade interests of develfpi}\g '
countries are explicitly cited. The Arrangement calls for no restraints
against minor developing country suppliers and larger growth yates for new
or vecent developing” country suppliers.12 , )
As with v.irtuany-aﬁ internatfonz] agreements. there are loopholes.

¥ And in this case the loopholes are decidedly in favor of the importing
cointries, Sniller growth rates 1n restraint Tevels are e:gp!icitly permitted
"il}_exceptioml cases," and undoubtedly the fmporting cofnni:ries will prove
to be Tess than vfgarous in honoring their commitwents to industrfal adjust~
ment in order to facilitate increased ‘imports from developing countries.

Regardless of what one thinks about the advisability of an LTA-type

scheme, 1t is nevertheless true that trade in.textiles does constitute-a
special and jmportant case. The textile and apparel industries currently

- provitie more jobs in the y.5. and the EEC than any other single manufecturing

' . industl'.f--roushiy 2.3 nil1ion workers or 12¢ of the 1970 industrial Jabor force -

was employed in textiles and.appare} in the U.S5.. For the EEC the 1970 figures
were 3.3 million workers and‘ 15%, respectively. And Japan was also heavily
committed to textile and clothing production with 1.8 mi11ion workers accounting
for 15% of ﬁtal employment in mnufactur‘lng.nl A more recent Study by the
intemational Committee for Rayon and Synthetic Fibres (RIRFS) estimates that
1f imports into Mestern Europe grow at an annual average rate of 8% until 1985
and exports stagrate, with overall consumption growing from 4.4 miTlion tons in
1974 to 6 million tons in 1985, imports will attain a market shave of 29%.°

" This could Jead to dismissal Of 1.6 miTiion of Mestern Europe's current 4.5

V26T, Arravgement Redarding International Trade in-Textiles {Gensva; GATT, ‘1974).

Vhese data are taken from the GATT, S_t_gd; on Textiles, Report of the Working Party
A Trade in Textiles. document L/3797. 29 pPecember 1972.
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aitlion wrkers in the textile industry. n the other hands 1f the rate of
iq)ot"t growth is held to 6% underd the MFA ang exports gmw\ at 3% per annum.
the.estimstad 1985 import market share is only 9.2%, with com;nsurately
lower displacements of Jobs., ' |
But industry size and aggregate employment is not the only is;ue of
concern, The many fimms in the U.S. textile industry are quite competitive
and geagraphically dispersed. At the same time, textile firms are often
located in rural areas, or a few firms are tightly bunched and provide the
major. sourcé of erployment for an isolated city or region. Hénc:e {mport
compet | fhomdinre”soverely affects a few firms producing a particular (seemingly
unimportant) textile er apparel ftem may cause extreme local economic hardship.
Furthermore, textile workers on average tend to be older and less skilled
tﬁan other mlnu.facturing employees. Te?ctile workers' skills are often pot -
transferable to other ocgupatio‘nh and the Jjob search probiens of middle-
aged unemployed workers can be severe. They may fade discrimination by
employers who would benefit from too few years of active service to Jjustify
establishing a new pension programs to justify the investment in retraining,
dnd the 1ike. And the jndividual hardships facing such middle-age textile
workers_;re compounded by their loss of existing.retiremnt benef its, senfority,
and ie\;e} of pay--their marginal revenue product in the protected textile
industry my indeed be significantly above“their value to alternative employers.
For all of these reasons, pressure for protectionist trade policies 1hag

would effectively Insulate them from import competition is‘underé@a/lﬂ_e.

10w Jones-Associated Press dispatchs The London Times, 20 January 1977,

66




=63 - |

-”

For the developing coqntries. the special case of textiles is equally

‘important. Textile production §s an activity with low skill requirements

that provides a good match with LOC labor force capabilities. In many lines
of production, it fends w\be 2 labor-intensive activity with relatively
low capital requiresents, Textile production lends ftself to a wide spectru™.
of scale requiremerts with efficient low-cost praduct fon. frequently attaimble
using rather sml1 gcales of operation, It ié h‘ardly surprising that fnter-
national conpn'-al.:ive advantage for many taxti%e products has shifted to the
Tabor abundant, low wage, capital scarce areas of the world.

The textile {ndustry could make important contributfons to the development

\ .
upi\rations of many LOCs, including especially the highly populated resource-

poor countries. Access to world markets would genel:ate a relatively large _

number of Jobs per unit Increase in exports. The pet contribution to forelgn
exchange. éarnings s also 1)il:ely to be signiffcant, due to the high value-
add;.-d nature of the textile product‘ion process. Horeover. due to the low
skill requirements, the téxtile industry provides an attractive initia) entry
'ipnto §ndustrial-type production for previously unemployed or underemployed
non~-Industrial workers. This last point should not be underrated. since with
few exceptions Industrialization is a prerequisite for ecommi\c development.
Prospects for Increasing labor productivity in the agricultural sector ave
dim unless there s a cormensurate fncrease in fam sjze and reduction in
famm population--and hence more unemployment and pove.rty 1f the released
workers are not absorbed by labor-intensive Industrial employment.

'
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i In shorts existing production technologies in the textile iliidustl'y
have Ted to 8 shift in {nternationa) comparative advantage toward labor-
abundant developing countries. The resulting trade flows have seriously
affected textile producers and workery in the ndustrial nations. Because
of the size and geographical distritution of these import-competing textile
{ndustries, and the age and skil).characteristics of textile workerss the
developed countries have found the adjustment costs to be unacceptably high.
As 3 consequence, they have pursued measures to alleviste the pesd for
adjusteant--4.e.s they have restricted the flow of imports through "volun-
tary” export vestraints and similar measures, negotiated case-by-case
between the impacted developed country and the major export suppiiers,

The .impact of the LTA and the respective bilateral vslpntary export
restraint a-gremnts can be seen frem the datra presented in Table 2. ODuring
the 19605, LDC exPorts of cotton textiles grew slower than 2ny other manufactured
exports. The only products which grew anywhere pear as slowly are nondescript
textiles--some Of which contain cotton and are likely to have been subject to
an LTA restraint, as well--and wool textiles. During this same periods LOC
exports of ‘synthe.tic textiless which were not covered by the LTA, grew at
a rate triple that of cotton textiles.

More recently, the rate of growth in LDC exports of gcotton textiles
has increased dramatically. B8ut this shou:Id not be taken to represent 3 new
11{beral jsm to::rd textile trade on the part of the indu;trial countries.
instead, it probably indicates the emergence of new LDC supp)iers which were

not covered by existing restraint agreements. As these new emerging supnliers

]
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Table 2 .

. DECD- Imports of Textiles from Developing Countries
' (3 million)* :

., Annyal Growth Rate

Product 1961y 1970 1973 1961-70 197073
Textiles 36 982 2,437 13 36
Cottom ‘ 121 - 313 872 1 0
Yool 4 14 51 14 56
Synthetic 2 3 46 250 7 76
Nondes viptd/ 208 609 1.264 13 28
 -Apparel 35 1,315 3,730 50 42
Footwear 22 165 570 25 51
{ther Manufactures 1,450 7.624 14,577 20 24

Data: OECD, Trade by Commodities, Series C.
1/ Excludes Japan.

_2)' *Includes reDenetrated yarn,thread and fabric: textiles of Jute and other
fibers; and other textiles which were not fdentified by materfal.

3/ Products are subdivided by type of garment instead of by material.

*Mate: The figures are in value terms fn contrast to the LTA agreements which
specify quantity restraint levels. Thus, value growth rates in excess
of the 55 LTA 1imit are possible under the restraint agreements.

/
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themselves bhecome subject to negotlated exportgtraints. the growth in
LDC exports of cotton textiles can be expected to slow. We must also
anticipate that, as a result of the extension of the LTA to man-made fibers

and apparel under the MFA, the growth in LDC exports of synthetic textiles

will be substantially retarded.

Table & pr‘esents fmport data relating to the bilateral agresments
entered into by the U.S. as of end-1978 under the Multifiber Arrangement.

Hote that virtually all of the suppliers of man-made fibers affectell by U.S.
bilateral quotas under the WFA are developing countries. The only exception

; ==~is Japan, which 1s also the largest single supplier followed by Taiwan, Korea,
and Hoqg ¥ang. MFA countries supplied about 73X of total imports during the
first e‘igil?t' months of 1976 and 79% In the Same Pe_riod a year earlier, reflect-
ing the more rapid growth qf imports #rom uncontrolled countries--45% versus
34%. Thus, the aggregate effects have been Serious Tor the controlled suppPliers
and are certain t0 becoms serious for the pew emerging suppliers as the scope
OF the MFA is expanded. )

In addition, as noted sarller the exporiing country goverament allocates
export Vicenses for particular volumes of trade and particular products. The
exporting firm that receives' an assigned quota obtains a valuable license.

" In many cases, these quotas are exchanged between exporting firms--1.e., thare
is a market for quotas.ls During 1974 a number of U.S. importing fimms were
Interviewed regarding the operation of the export quota System undtér "voluntary"
textile restraints. Ne loarned that, on average, the quota price increased
the cost of textile products to U.S. importers by routhly 153.

i

V57he textile export quotas are generally allocated on the basis of historical
export performance. In many cases, a firm which is allocated a quota chooses
to divert axports to a non-restricted market and sell its quota permits.
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Table 3

U.S. 1mports of Man-Made Fiber Textiles
* “[mlTHHons of square yard equivalents)

-

Eight-month data

Source 1975 1575

1576 ¥ Change
8ilateral agreement 1859.4 176.7 1675.3 48
countries
tolombia 7. 11.8 5.0 -49
Hong Kong 169.4 97.7 150,6 54
Japan 576.9 367.8 488.9 33
. Korea 380,2 233.5 352.9 51
Marao 9.4 5.8 7.8 39
Kzfaysia 1.6 1.3 0.4 -69
Mextco 90.2 53.6 66.9 25
Phi)ipgines 91.8' 50.0 61.8 5-
Singapore 58.6 43.0 49.3 15
Taiwan: 426.5 277.4 360.3 30
Thailand . 37.7 26.0 30.4 17
"Uncontrolled countries’ 607.4 7.0 573.0 87
~
—

Data: Textile Manufacturers Institute.

£
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Seconds developing countries that “consent™ to the export restraings
= normally attempt to maximize their foreign exchange evrnings subject to the

quantity limits imposed by the bilateral agreements. This is accomplished
. by maximizing the number of high unit-value items exported within each quota

category. For examples U.S. Textile and Apparei Category 43 includes women's,

girls® and infants® knit shirts. The exporting government. to maximize export

value,” thus may allocate 1008 of the export permits to firms that export

women®s knit shirts--none at all may be allocated for giris® and infents®

knit shirts. The impact of such a shift in the product composition of trade .

on the U.S. consumer i quite predictable--domestic grices of children®s knit

shirts will increase more than if impgrts. even restricted, continued to flow.
Thus, in addition to the aggreg2te effects of reduced developing-country

expoi'ts and increased consumer Jcosts in developed countries to protect domestic

produc;.rs and workers, we see ADC puﬁt’ers recefving in effect a monopoly /

profit and developed country consumers facing significantly different price .

increases from ftem to item within particular_ textile product categories.

Given these disadvanfagus of the existing MFA bilateral export vestraint

program, it seems advisable to seek am alternative textile policy. I;ut to

be realistic. it seems inevitable that some type of control over import com-

petition will be maintained. The textile industry is simply too large for

the developed countries (DCS) as a whole and too important in partic‘u‘lar

economic Tocalities to propose the complete freeing of intemational trade.

The adjustment costs to be borme by the nation, or fmposed on the textilg ‘

workers, are much too high t;&' ignore. . LN

i ’
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We end up with a traditional sort of:econom‘ic policy confiict. We
'di‘sapprt.we of the present system and worry about i£s costcs but cannot
.rmliszically see its elimination.. A compromise approach seems the only
lway out. Ovdipilong terms the interests of both the textile-exporting
';develol)ing countries and the importing developed countries would be best f
servé!l by a gradual process of adjustment to import competition. This

rwou?d progressivaly exploit the g2ins from international trade and inter-

national comparative advantage. And it is rather Vikely that even dnder

completely unrestricted international trade conditions a major textile and

* apparel industry would continue to thrive in the advanced countries--albeit

in somewhat Edifferent form than exists today? We might expect that they
can mintatn ;competitive position in capital-intensive high-technology
development and production of various natural apd synthetic fabrics. Also.
'capital-intensive large-volume cutting of materials~-e.g., for offshore
sewing--might well prosper. Textilg retail/wholesale and importing activities
wauld. certainly expand.\""n'nd one would also exPect that much of the fashion
design would be done there--especially fashions that concord with special
cﬁstoms. tradition or activities such as wesfern or casua] wear.:.sportswear.

haute couture and the 1ike. Substantial man turing in these and jp high-

fashion sectors of the industry are also likelX ta do well. R

But no matter what a future textile {ndusktry or employment might look
1ike in the advanced countries, the critical question remains: What policies

)should they pursue to facilitate adjustment in the economy without imposing

excessive burdens on those who have to do the adjusting? Since the adjustment

730
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problem essentially boils down L0 concern for particular producers and workers
who would have extreme difficulty in obtaining alternative employment, the
{ssue requires rather detailed microeconomic information on the textile
indust;y {tself. Information is needed about which workers must Find new
Jobs, what are the Yocalized labor market fmpacts, and the V1ike. Such detailed
informatfon would probably identify numerous textile items for which adjustment
would be relatively easy and costless. In such casess the “voluntary” export
restraint agi-eeuents should be terminated unilaterally. In those cases where
the fdentified adjustment costs are deemed excessive, more gradual  adaptation
seems appropriate. But gradual adjustment does not mean that the growth should
be Vimited. as at presents to a 6¥ annual rate--one that in particular import
sectors is often far below the rate of growth in the domestic market. Imporis
should be permitted to grow at a rate that is consistent with a gradua) decline
fn the level of import-competing production.

To operationalize such a modified restraint program: forecasts of 0C
demand for various tq}:ile items would have to be made and restraint levels
decided upon. Imperts should be allowed to grow each year by iong of the
increase in the DE market plus enou§h to displace, say, 2%, 5% or 10X of
existing domestic production. The specific rate of import displacement deeided-
upen would depend upon the particular adjustment problems incurred oOn a product-
by-praduct basis. o

The problen yith the existing MFA program is that the interést of the
domestic Tndustry is protected permanently for those items having a growth in

U.S. demand 1n excess of the 5%. In such cases DC production indeed grows ;
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which makes 2 potential future adjustment problem even more serious. And
advocates of ‘t‘he status quo 9ain greater polfitical {nfluence as aayustment
costs Mnt.]s A second concern about the LTA/MFA approach is that it may
be e:.ttended to other products. Recall that an {mportant set of new “import .
rel ief measures” was fntroduced in the 1974 U.S. Trade Act--namely. that

"the President {s empowered £0 "negotiate onderly marketing agreemeits with
forefign countries 1imiting the export from foreign countries Snd the‘import
into the U.5." The Purpose i5 to “prevent or remedy serious I{njury or

threae thereof ...and to facilitate the orderly adjustment to new competitive
condit{ons.” Buts as the textile example shows. in practice such programs
often lead to measures that preveni adjustment raiher than facilitate it.

YI.  Possible Aporoaches to Special and Differentia) @R ttheratization

The Tokye Declaration initiating the MIN calls for “special and ODifferen-
tial treatment” for the benefit of LDCs as an integral part of the negotiations.

As noted at the outset, the term "special treatment seems to imply that the
OR related trade problems of the LODCS should be given particular consideration
with a view to 1iberalizing those quantitative restrictions that bear most
hea¥ily on LDC exports. put any such relaxation of QRS would apply to the
exports of a1l GATT lontracting Parties under most-favored-nation conditions.
In essence: "special tceatment” would thus invelve a ranking of the (RS to

be 1iberalized. with efforts in the GATT tackling those most important to the
LECs first.

16431th respect to the MFA, the U.S. synthetic fiber industry views a 6% growth
factor in allewable imports under bilateral agreenents as excessive at a time
when estimated market growth is only 2% per year. Moreover, it would tike a
global quota estabiished based on and-use markets to afford greater protection
to specific product Vines where import penetration 5 alrrady high. The fndustry
has In addition proposed a "recession clause,” 4n effect an dutomatic quota
trigger that would reduce allowable imporfs in the event of an economic slump.
See Chemical and Enttineerind Hews, November 292, 1976, pp. 12-13.
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"0ffferential treatment.” On the other hand. mplies that once a

.particular QR is liberalized. the eased market-access that results would

pot be equal for all Contracting Parties. Instead, the LOCs would get

“‘preferential access.” A precedent is already well establ ished uqder the

Generalized System of Preferences {GSP), favoring the exparts of manufactured
products from developing countries in tariff treatment. The GSP was initiated
in 1971 with the implementation of. the EEC program, and was completed when

the 1.8. fol Towed suit in January 1976--19 OELD countries currently grant

tari ff preferences on manufactured exports of developing countries. Such
"prefereitial treatment” is in direct contradiction to the mst-favored-
nation principle of GATT--indeed, Articie I of the GATT was waived in June 1971
as A necessary prerequisite for the intmduc‘tion of the GSP.]?

Preferential market-access ¢an make a significant contribution to develop
ing countries in cases where they compete for export markets with developed
economy countries and/or with the socialist countries. Whenever the developing
countries are already the major suppliers, however, the scope for preference-
induced displacement of developed country exports is rather limited. In such
cases: the reldxatfon of Qks on an MFN basis alone may be every bit as beneficia
as their relaxation on a preferential basis. Hence in the foportant textile
sector "special treatment” would appear to be sufficient to substantially
benefit the LOCs. "Preferential treatment." on the other hand. would be

more appropriate for,a variety of competitive agricultyral products and

) rmany manufactured items. As 3 geneéral rule, "spectal™ treatment may be

preferred to "differential” treatment, since the latter may lead to permanent

misallocation of resources on 3 global Tevel.

see Tracy Murray, Trade Pre nces for Developing Countries (London:
Macmillan, and New York: Haist.ed-mley. 1977} )
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There is, however, @ major problem with any type of preferential
treatment because it provides easfer access to markets for products coming
from the "preferred” sources. TO insure thit the eligible products are
actudlly produced i, the preferred country. special “rules of origin®
must be fntroduced. Hithom_: such origin requirements. one developed country
might divert its exports to another by first shipping the goods involved
into 2 “preferrad" developing country for reexport to the destination country.
Thus. “preferred” trading would stimilate the creation of “trading houses”
in LBCS rather than industrial production.

“Rules of origin® have to specify minimum processing requirements
necessary to qualify for preferential access. and their comPlexity often
makes the@.pseudo nontariff barriers. They 3150 become controversial and

subJect to criticism because of their double-edge nature. Rules that are

e

too iiberal tend to stimulate “tradiag house* activity with only min?,l% o
value-added-~e.g.» major repackaging. Rules that are too restr{ctiv; l'nake )
it impossible fgr LOCS to quatify for preferential market-access. For examle,
under the .Em-opean Community’s GSP scheme transistor radios qua]{fy for duty-
free entry only {f they are produced with transistors thit are made in the
developing country concerned. Very few developing countries have the tech-
nical capability to produce ! .nsistors. however. Thus, establishing origin
requirenents becomes a very technical and tedious problem that has to weigh
the incentive to stimulate “trading house® zctivity against the possibility

of Imposing origin clji::eria beyond the production capabilities of the

developing countries Involved. Such ryles must 2lso take into consideration

a—
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the fact that developing countries are fndeed very different from each other--
rules that are appropriate for Brazil, Mexico or Singapore may well be totally

- inappropriate for Paraguay, Ethiopia or Bangladesh.

The QR problem Jends 1tself to solutions through preferential treatment

more readily than other comercial poiicy instruments. Nomallys QRs are

not administered on a _first-come-first-served basis. Instead the QR fmport
limit 15 allocated among the exporting countries according to some “ruie,"
which in turn 15 generally Jinked to the historical pattern of trade--i.e., -
the major historical exporters are allocated a larger share of the applicable
QR Vimit. DBuring a relaxation process where the overadl QR 1imit is being
increased, the increase could be allocated "preferentially® to LOCs. possibly

* with the poorest {OCs getting the targest share of the increase.

In covering the range of alternatives for 1iberalizing QRs, we shall

group them into four categoriess ranging from a case where it is deemed

_ mandatory that the QR level of protection be maintained to the otker cxtreme

where the QR can realistically be el iminated.

Rec;lling that QRs are fundamentally inconsistent with adjustment and
trade according to shifts in internatfonal cm;tparqtive advantage; we recognize
that 1t might be important in somd isolated cases to mafintain permanent domes-
tic production of an internation2lly non-competitive product. We would argue
that the number of such cases that are justiffable is rather small, but not
necessarfly zero. This first category uo_uld.ing:ve products for which the

QR Vimit cannot be incréased because it 15 fundamentally in the nationmal
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tnterest to foster domestic production and, therefore, to prevent adjustment.
The QR ftself is non-negotiable, Since the overal) level of fmports will not
n fact be {acreased, the only measure which could benefit LDCs would be to

rabllccate the export-country shares, giving LOCs larger allocations. Otle
would also have to decide which particular LBCs are to benefit--the existing
suppliers or new suppliers. 1In cases where several developed countries main<
tain Permanent QRs, a coordinated approach in differential liberalization in
favor of LOCs might be feasible. In a growth setting. periodic increases
18 QR Tevels, with the §ncrements allocated to LDCs. present still another
p‘oss!bﬂfty. But the potentfa? for helping LDCs In this area are quite
limtted, and the LDCs should be {nformed accordingly,m

The second category involvgs 0Rs applied to those products for which
long run adjustment is indeed desired. However, 1t may be that the country
is umi 11N to bear the cost of adjusting in all iqdustriqs at the same time.
in part becauss the same factors of production may be involved in ceveral of
these industries. e thus decide to acJust sequentially.

' The liberalization of Qs would occur First on some products and later
on others, and this could Involve selecting products of major exPort interast
to the LOCs for Vibéralization first. Simstaneously adjustment assistance
could be concentrated in these same 'lmjusl:r-ies».lg If interpatfonal trade in
these products were alreidy dominated by LDCs. QR 1iperalization on a nom- ™~

'preferential basis would be adegquate. she only remafining question would involve

Bgut agatn the number of justiffable cases which fall into this catédory will
be very small indeed. -

!_?Sequential 1iberalization, however, could increase the cost of adjustment un-
..+ Yess the displaced factors are somehow prevented from entering the industries
further down the Tist,
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deciding the allocation of benefits among the LOCs. Ko matter which products
were selected first, 1t is 1ikely that a number of LpCs would not benefit
because of restricted supply capabilities. Hence the choice of products

for first-stage QR liberal{zation would depend upon which particular LiCs
were to be among the initial beneficiaries.

"Oifferent al treatment® in this adjustment-oriented scenarfo —~uld
simply 1nvolve allocating larger shares of existing and gradually enlarged
GR Vimits to LOCs. Implicit in such treatment would be decisions concerning
the allocation of enlarged shares among LDCs and providing for npew LOC
suppliers. It would alsp be feasible in Eertain cases to simply state that
imparts of some products subject to QRS from particular LOCs {especfally
newl y=emerging or mrgi‘na‘l supp‘liers) would pot be administered--i.e.. provide
for open-end inq:orts‘. For example. the U.N. has des‘ignated 29 LDCs as "least
developed among the developing countries.” and these countries might be
exempted from QRs altogether. For such treatment to be beneficial, it may
also be necessary to provide more 1iberal origin requirements for the least
devgloped countries.

“
~Jhe third category would be to bring a)1 GRs being used for GATT
sanctior;t\ad safeguard purposes fnto 2 new GATT framework for the purpose
of regular review to ensure the temporary nature of these meastres. Such
a mechanism should be founded on a basic rule that trade ought _m/u)timately
flow according to Tnternational comparative advantage. In intmd‘ucing any

such safeguards, the restricting comi:ry should communicate its justification,
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a time-frame for phasing out the QRS. and the nature of the adjustment
wmeasures it is taking simultanecusiy to faciiitate 1l'lc.reased {mports. Such
a framwork could include differential treatment in favor of the LDCs by
incorporating either exemptions or relatively large quota allocations for
alm&ticular LOCs whenever a new (R is introduced and relatively large
increases 1n LOC aTlocatfons as the safeguard 15 being phased out.
The fourth category might simply call for the abolition of all residual

ORs and the substitution of other forms of protection more closely aligned to
the market. Generally, equivalent protection 1n a st;tic sense could be
provided bty converting partfcular QRs into tar{ffs, as noted earTier, “Special”
[ treatment would then take the form of rt ‘ewed emphasis on reducing tariffs

on products of export interest to the LD , andl"differentia“ treatment could

be provided by gradoally including the products in the GSP .to‘provide for
* reduced-duty market access. Within this option there might develop special
Justification i’ér disr.rimirmattng among the LDCs in order to assure 3 certain
“sharing of benefits.” Such discrimination could take the form of larger
preferential cuts in the Qn-replac?lnent tariffs for the least developed —

PR

countries. .
Whereas this last category would fully eliminate the 9& problem, it
wouid not necessarily improve export market access for developing countries
° since one type of protection is being exchanged for amother. On the other
hand, we have seen that tar{ffs are clearly preferable to QRS for the export-
ing countries when the market is growing. s0 there is a bepefit in a dynamic

sense. The major impact would nevertheless depend on future tariff reductions
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andfor the extent to which such products would come under the GSP in a meaning-
ful Hly.zo However, given the recent history of GATT negotiations. we might
expect the devé‘loped countries to be very raeluctant to reduce tariffs on
import=sensitive products.

The principal argument in favor of QR-conversion {nto tariffs is to
get the remaining trade barriers out {nto the open and onto the GATT negotiating
table. A possible drawback to such 2 plan is that some developed countries )
which lose QR protection and face the prospect of declining tariff protection
in sensitive areas would turn t0 more subtle nontariff barriers to trade such
35 government “moral spasion™ aimed at in"lporters of particular products. spectal
health, lavellirmd apnd standards requirements. and the 1ike.
VII. Possible Approaches to OR Naaotiatfons

As ap attempt to synthesize the issues raised in the foregoing discussion.
we shall offer as a point of departure a negotiating position whose myfn obJective
is to bring the disparate group ;f Qrs currently I effect ip many countries
within a single general framework. The altzrnatives for "special and differential
treatment” can then be explored within this‘general frameworh, i

We first sulgest that GAYT Contracting Parties agree on a "code of conduct®~
for QRs 1h1ch in¢ludes, as a ;inim. the "above board" notification of’ QRr'o?l/
all products, Including textiles and agricultural products. to an appropriate
GATT body set up for 'that purpose. Such a cocde would provide for .rade-policy
sanctions against any country that fails to communicate a complete set of

informatfon regarding QRs which it applies. Such information should include

20l'he GSP schemes of the U.S.. the EEC and Japan have come under severe critf-
cism because they {a) exclude m2ny products of export interest to the Lp(s,
(2} impose very restrictive cefling-type Vimits on the volume OF trad€ that
qualifies for preferential tariff treatment, and (3) embody unrealistically
restrictive rug

es of origin. See Tracy Yurray. op. cit. supra,
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restraint levels of consumption, prodl.!c ion.and empioyment in the protected
industry, The QR-imposing country shov!d also be requiréd to notify its
reasony, for imposing the {R. Npi'.ificatlon of'QRs under a code of conduct /‘
is no

their use contained 1n ;he GATT pmvisions. which 1imit them to excepl.ional
I

apptications. p 4 ‘ .

Second, s}u:i{s 2 code of conduct should include p;'ocedures for consul ta-

way meant to cOndOpe :he use of QRs or repeal the restraints against

tion betueen/the feporter and concerned exporting countries. In addition,

there snou‘rd be periodic {e.q., semirapnual} GATT reviews of each QR In force.

mse réviews should be conducted with a view to Hiberalizing, eliminating //

"Jr rep'lacing all edisting QRs, consistent with the spirit of Article XTI of /
the GATT. The Qﬂjmosing country should be ckarged wih atntuncing such

s e
p

Ilberaﬂzations as they occur, or lustifying why the QR restraint Tevels

cannot in fact be increased. Also inciuded should be a cemplaint prgcedure
whereby countries fnjured by new or tightened JRs firposed by othe
fek redress for the damage involved.

Third, & code of conduct shouid include an e)tpli? recognition that

QRs are only justified as temporiry measures to allow time for less costly

adjustment to imporf competition. They should m/lof.:;er be used to provide
permanent protection for a nOanpetii:lwe s'e'ctpr /or be used for balance of
peyments adlustment purpose‘s? Cunsequent.ly. 0%-impesing countries should
be required t0 announce at ihe date of introductmn a time.frame for phasing-
out each quantitative restriction in force. Suttess In meeting such a phase-

cut plan would unduubtedl} play .a major role in the periodic GATT reviews

sugyested shove.

2 Short temm balance of payrents problems Lould more appropriately be treated

by uniform frpare tariff surcharges, currency depreciation and the 1ike,
L
i

b

s

. Q W '
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Fourths resort to QR protectfon should obligate the country concerned

to fntroduce specific domestic measyres to facilitate affirnetive adjustment

on the part of fts 1sport-compet{ng industry. Ideally. such measurag, should
be designed to shift resources from non.competitive imnrt-tmcted industries
and into intermationally competitive industries. In Some cases. however. &n
T industry may be ron-competitive because ot domestic programs or institutional
constratnts inC'IJding regulatory inefficiercies. In such cases, modernizing
assistance and removal of the distortive policies would be warranted. To
guard against symptom-alleviating rather than problem-correcting poHr.ies.
thp cede skould contein a provision that prevents the reestabiishment of a

QR on a product that had previwsly been protected n‘ithclut 2 minfrum fnter-
vening period of say 5 to 10 years, {.e.. a QR mratorium should be established
in each case. In conducting‘the periodic GATT reviews, the rate of d.tline
of domestic I-'rod:ﬁ.tion and emplayment in the QR-protected industry 'shOuld

be of major concern in judging whetner taz cOuntry concerned is ifving up to
fts finternational obligations under the code of conduct.

. An imporiant comnent of such a codf of conduct on QRs should be

advance consultation on the umlateral imposition of QRs and on the use of
pressure to obtain "vOluntary” export restraints., While advance consuitation
unQer GATT auspices caes not guarantee that JRs will not ip fact be used. '
it does nrovidefn- opportunity for all sides to be hea?d. Hance . may

lead to the use of alterrative protective devices or 4 reduction in the
sevarity of QRs to be rposed. It might alse lead to opportunities for
exempting non-offending LOCs iF consultation procedures are pursued witk

an eys towsrd "differential” treatrent.

Q 84
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general ruies for “speclal and different{al” treatment should be
ade part of a‘ny such GATT cede of conduct on QRs. These might fnclude

* (n) the ‘general intention to supply larger shares of QRs for developing

countriess (b} segmenting LOCs by leval of development in order to ailow
_ wifferent levels of preferential treitment, and (c} automatic non-administration
»of QRS for .the least developed among the developing countries.

Because QRS in the agricultural sector are ip large part merely the
‘trade-poH / component of domestic farm policies, any‘ change in the trade-
polic;v aspect can oniy be an accompaniment of 3 chenge in domestic agriculterai
policies. And the chances for fundamental alterations in domestic farm
programs for the sake of more efficient {ntermational 2llocation of production
are practically nil. Th‘s does ;ot mean, however. that whatever imports are

_ indeed permitted cannot b‘e directed towards developing countries, or that
marginal suppliers among the developing countries cannot be éxempled, from
QRs for specific periods of time. Substantially more Jiberal treatmont should
be posskble for processed agricultural products. Kowevers protected dovestic
cmdiw\ markets may create situations where certain domestic processors
face negative\effective protection. In the main, this problem could be
corrected by a }opriate offsetting tariffs on the resPective processed
agricultural prodycts. Maredvers large shares of the growth in domestic
markets for both p;'iuiary and processed agricultural products cculd be
-al!ocazed to the developing countrlies“under differential measures. Hence
some dimensions of a2 QR code of conduct could be applied to the agricultwral

sector 45 well. ‘

Q »
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VIil. Adninistrative AsPects of*_hli_“hgm]jzgﬂgn ) j
. The administration 0{ QR Viberalization essentially involves two \
elements: (a) an appropriate division of the domestic market between
pationai, LOC and third-ceuntry suppliers at the time a new QR 1S {ntro-
duced, and {b} appropriate cpanges in the respective Suppliers’ access to
the market over time. The basic ryles and criteria for administering these I.
twe elements depend in the first instance. On the Justification for injtially
{ntroducing the YR: 1f this in.olves Rational defense-type considerations-- ‘. )
__uhere permaneni; protection is necessary to maintain 3 viable domestic Industry--
\ then the primary concern §5 t0 assure dependable supplfes of the particular
product over time. In such cases, the chodce of forefon suppliers » §} be
based primarily on political grounds rather than on "equity" or "aid to LOCY
‘ considerations. and nefther agministrative et §s relevanl.
In general, however, the Justification for Intvoducing a QR wil} be to

minimize domestic adjustrent costs by providing temporary and declining fro-

tection from excessive import competition. In such cases both administ;ative .
. elements are very important. ﬁrst. the QR-impcsing country must alloczie
pernissible joports among variQus suppliers or pemit fmports up to the QR
limit under first-come-first-served conditions. Thtis latter alte ~%ive
would benefit the LT only minimally !men there 1s strong co:ape‘tit-.on from
third country suppliers. &nd would hardly benefit the Veast developed L9Cs
" at all when there are wmore advanced LJC suppliers. when the entire spectrum
of prospective suppliars 1s present, a hieracchy of differentfal treatment

would be to the advantage of ®he LDCs and estecially to the Jeast developed.

ERIC 86 )
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It seems quite possihle that the LOCS cuuld he subdivided into two

or three groups based on the capacity to exports such {hat e:ports frmn the
lowest group of LDCs could be sdmiited withcut regard to QR limits. It A
- “would be expected that the hicrarchy will vaﬁr frem product to product,
depending dpon naticnal export ca?abilities.
P The problem of assigning LBEs to the respzctive suppiier growps under
. (Rs wouid become polit-ically sensitive enless some measurable criterla were
7 used. The sost obvious Justification for classifylr “he LDCS *s to permit
’ = open-access fo markels, for thosa LOCS whose expurt capacity i5 so 1imited
that fnjury to domestic .port-ccm'pet_iﬁg ‘producers and’ workers is 1ikely to
be nil. tnder such conditipns a simple, effective and Justifiable objective
criterfon would be the share of the import market. I-'or/é;tampleolt'hree classes
of LiCs might be defined as follows: Class I (mgst pféfarred or ieast com- i
i petitive)--LOCs whose shire of <ha import markét for a particular QR product
is less than 1%3.Class I1 (intermediste}--LBCs whose \share of the fmport
war‘izaz‘f'c_rr a particei+r BR prad t is greater than 1% but less than 5%; -and N
cu{s";; {12ast preferrea or most Sempetitive)-+LDCs whose share of the
Yrport market for a mlx;ticuhr QR.pf'uduct' i 5% or greatar. A fourth class
ceuld be defloed to designate deveioped countries--all non-LBCs or nonpreferred--
which wauld not be.e]fgible for shccfal or differential treatment for the
particular Product: -
Initially, the 4R 12vel miaht be alilocated among Suppliers according
te histericel markal shares with tome incremental allocation to LoCs. Imporis
from C)' 35 1 LDGS would Ge Pemi;:ted without Iimit'. Imports from each Class 3]
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LpC muld be monitored, but imports in excess of tha allotted QR 'iimit would
be pemi tted unless these excessive imports resn.ited in substamtial sndury
- to dunescic jmport-competing producers or workers, Imports from €lass m_
- LOCs would be 1.1e1~mit.tedt1 up to the QR 1imit. In the evexst that total dmports
in a given perfod vere expected to T8l short of the angregats quota Sevel
for the year (the “reference jevel"), the antfcipated shortfall could be
reatlocated to Class V11 LOCS for the current pericd. - '
Over t¥me, both the export performante of the LdCs end the cepaf_ity
of the domestic rarket to absorb imports can be expected to change stgn}fi-::aﬂ.ﬂ;
Especiall{f since QR pmtectio;m has to be coupled with active adjustmeny measure:
to facilitate fncreased inmports. Hence adninistrative rules must be esﬁb’iishe:
/ to a]ter restraint levels periedically. The tote) quota Tevel #r annual
reference level could b¢ increased by 1002 of the increase in domastic ton-
~=sumption plus a certain Percentage, say 5%, of the residud) domestic production.
The 21locatfon of this enlarged annual reference leyel among p-:atentiél supﬁliera
would have to be negotfated, taking into wnsis.!{eratio:: Both non-LDC Supp) fers
and ezerging LOC suppliers. The {ncrease in exporting <ountry quotas to be
atlocated' to Class 1 a:md €lass 111 countries could be limited to aciual exports
during the previous year--i.e., provide no Orowth or a very smal} growth in
quota allocations.
The 1ist of LDCs belonging to the respictive cYasses could ke updited
each year on the basis oF pact year exgort performance. For coxample, hose
Class 1 LOCs that develop an exporl cap&bilit; will, Oovér time, move inis

227his %1 figurc wuld depend on *he extent fo whith the 1.3, industry wouid

be contracted; eves after sdjustnent {3 conmplete we van erpect certain
elements of the Industry to remain vomoetitive,
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c¥ss 11 and on to Class 11, This automatically provides for a gradual
pﬁase out of diffe!rential treatment, since Class 111 LBC exports are treated
essentially like ﬁon-Ll)c suppliers. The only excepiions are that the growth
in Class 111 LBC quota allocations might be larger than mon-LB suppiiers.

and Class [11 LOCS would be the major vecipfents of wnused quotes resultind

in fmport shortfalls. A final phiseout for special and differential treatment
could be tncorporated {n the form of 2 reclassification of certain Class I{{
LDEs--those that supp‘l}. say 15%, of the import market--to the nom-LUC class
for the particu‘l‘ar i3] groduct.

Dne crucial aspect of the administration of QRs stil) missing is the
definitior of the QR product itself. From the import-cumpeting industry's
point of view, a definition that is precisely aligned with the import-impacted
product ts most suitable. [f the product is glite broadly (i.e., heterogeneously)
definédf Imports of an .mport-semsitive sub-category might increase substan-
tially, causing import injury even when imports of the broadly-defined product
are meintained within the quota lavel. MHowever, if the product is marrowly
defined, ORly a very few LOCs are Vikely to be active suppl1érs, and these
LOCs could very possihly be the mjor world export suppliers §n need of 1ittle
or no specfal or differential treatment. IR sueh cases. special treatment is
as beneficial to ‘the exporters asdifforentfal treateent, since only one
. or two Claxs 117 LDCs participate in the {mport market and they would actoally

be phascd-out 1nto the pop-LDE class. )
To appreciste this problems one need ORlY recall that the U.S. tariff
“schedules define somé)&:ﬁﬁﬂ mutually exclusive S-digit TSUS products, to

- o
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say i'lothing of the hundreds of 7-digit TSUS subitems defined for administer-
ing textile trade under the various LTA and MFA trade agreements. For miny
of these products the total vaiue of U.S. imports is quite small. To 1lus-
trates under the U.S. GSP any LOC which supplies at least 50% of total U.S.
imports of a particular product'ui‘n lose preferential tariff treatpert on
the product, defined as S~digit TSUS items. When the U.5. G5P was intmduce;!
§n 1976, over 100 such GSP-withdrawal cases occurred M which the affected
trade flow amounted t0 less than $1 million anmually. Certafnly trade flows
of such smallil magni tudes will not cause much of an import displacemen't
problem. Any code of conduct on QRs should thus contain criteria for
&eﬁning a minipum bound for QR protection, for example in terms of minfoum
domestic output, employment and import tevels. Any legitimate import fpjury
1nflicted on domestic Industries involving output. employment or fnput levels
beiow the minfmum thresholds should be treated using purely domestic adfust-
ment assistznce measures OF programs. ,
In adninistering such a program, there are 2 ppmber of areas where
dieputes can arise between the QR imposTng countr? ana one or more exporting
cuntries. Ofsputes could involve (a) whefher thelinitiai intraduction of
» R is justified under the GATT code of conduct on QRsi (b) the definition
of the QR product, the initial QR reference level, and the announced phase-
oyt time period; {¢) the effectiveness of compTementary domestic adjustment
proprans to faciiitate incrvased imports; {d) the class decignation of LPCs
14 establishing the degree of differentia} teeatment to De accorded: (e) the
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annuai growth in the reference level. and syccess in meeting the phase-
out schedules and (F) the annual allocation of fncremental quota levels
among the exporters. both non-LOG and LOG. '
Under traditfonal GATT proceduves. the responsibility for resolving

. disputes 1s first assigned to the countries directly involved for bilateral
discussions, under the presumption that most disputes--and certainly all
minor disputes~=will be resolved at this level and not be brought formaliy
to the GATT. We would argue that this 1s precisely what should not occur
under any GATT safequard measure On QRS. Such a procedure lends itself to
under-the-table solutfons which either (a) are in direct violation of the
GATT code, or {b) would tend to be disproportionately in favor of the QR-
imposing country. Furthermore, resolution of conflicts under such negotiations
may be ‘to the disadvantage of other concerned exporters who will not know

the details of the bilateral agreement.

Instead, a1l disputes should be brought before an appropriate GATT

body for resolutfon. All members of GATT Should receive prior notification
and details of the dispute hearings 2nd the opbortupity to express their
views. Most disputes would presumably be resolved by agreement among the
QR-imposing country and the concerncd and interested exporting countries,

In other cases. the dispute could be placed before the GATT body for decision,
or submitted to a professional arbitratfon board. In all cases, the final
resoluticn should be published and made part of *he public¢ record.
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THis call for formalizing al) disputed within the GATT is stimulated

by a concern that 'the bilateral “selective* approach removes an important

" deterrent 0 the exc.essive use of safeguard exceptions to GATT principles.
If every exception to normal GATT rules sust be applied on a nondiscriminatory
basis, thereby affecting all Contracting Parties. cnuntries muld/tend to be
relictant bo resort to such restrictions. sihce every country has special
concern for the reactions of at least some of {ts trading partmers. This
deterrent i5 1dst when bilateral exceptions are permitted.

But again, there is a tradeoff. The HFH deterrent may explain why so
many counqries‘have avoided the introduction of Article XIX escape clause
exceptions ir; prefer‘énce to bilateral agreements which are 1n wiolation of
GATT. What 1s needed is a compromise that 1s sufficiently 1iberal to induce
countries to resort to the GATT-authorized safeguard while being sufficiently
ali-encempassing to provide the requisite deterrent to excessive use. In
this spirits one could argue that a GATT code of conduct on QRs might spectfy
that no new QRs be iptroduced for any reason--that the code 15 simply there
to govern the phasing-ont of existing QRs. In thetr place. new temporary_
and declining protection might be provided {n the form of tariff quotas,....\,d
where the quota Tevéls sioply specify :‘.he tariff rate that would apply.
Imports within the quota Tevel pay MFN dutie '.'“iwsrts in excess of the quota
levels pay a higher tariff that might decline to the MFN level aver perhaps

a five year period. \ i o

¢
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A Comment on Trriy Murray and Ingo Walter's

*Special and Differential “iberalization of Quantitative Restrictions
on Imports from Developing Countries*

- . i
Rachel McCulloch
Harvard tinfversity

. The Burray-Waltar paper brings together a wealth of theoretical,
anpiricals and ingtitutional material on quantitative restrictions and
other nontariff barriers. This information provides a useful overview
of the current policy environment, but may, by its very profusion, obscure
the basic 1ssues now &éing U.S. negotiators in the MIN. While it is true
=  that QRs have been advocated for a wide)r&sa\ of purposes, the major question
now under discussion s the appropriate use of QRs 3s a means of delaying
adjustment to changes in international comparative advantage. By far the
most {nportant of existing QRs, in terms cf any measure--whether potentially
affected employment at home or losses to current and potential LOC suppliers--
are the resteictions on trade in textiles. It is this set of restrictiq_ns.
ailong sfith the threat of simi'lal'.' agreements controlling trade in other labor-

intensive menufacturess that is probably of greatest interest tv the LOCs
) [

. today and for the foreseeable future.

Recognizing that adjustment and trade restriction are to some extent
alternative h%slof accormodating changes in the international economic
environment, we ¢an raise four questidns with respect to the {Ssue under
discussion:

'1 How do QRs differ in their effects from other t¥Pes of trade

restrictions?

, .
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| 2. 0o the {ndustrialized countries need to use QRs, and if so,

under what circumstances?

3. uhat is the case for speclal or differential treatment of LDCs
1l'| the case of QRS? .

4. How should speclal and differential 1iberalization of QRs

proceed?

In contrast to tariffs, which restrict imports Indirectly by raising
their effective cost to the potential buyer. QRs Vimit directly the amount
]mporhed. leaving prices and costs to adjust. It 1s the direct setting of

"7 Quancity which Is the hallmark of a GR. This has two iomediate consequences
for trading pattems. First. the amount imported cannot respond dirvectly
to changes in internation2l cost or demand conditions. no matter how dreat,
{This Yeaves aside smggling. which may be a non-negligible consideration
for some high value ftems.) With tariffs and most types of nontariff barriers,
an increase {n the cost advantage of foreign suppliers will induce Some new .
fmports. This will be true whether the restriction §5 in the form of 3 tax ™~
or tar{ff, a Buy American policy, or health and safety regulations. OF
course, {f tariff rates are adiusted frequently, quantity targets can be
maintzined effectively even though the quantity of impo‘rtf is never explicitly
limited. The sriable Jewy ysed as part of the EC’'s Common Agricultura)
Policy istof this type. The serond consequence 'of usiny a direct quantity
restriction is that suppliers need not represent the lowest-cost sources of

1mports. Whether this will be true depends upon the way in which the QR is

94
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adminfstered. 1f rights to supply the protected market are auctioned {n
smal) amounts) by the importing governments or if they are widely distributed
Sut can be bought and sold freevy, the lowest cost suppliers will place the
highest valum on these rights ynd hence outbid higher-cost competitors. How-
evers 1f quotas zre allacated by country, as in the case of textiles, fmports
need not come from the lowest-cost suppifers. This problem does not arise
with myst other types ¢f nontariff barriers.

The absolute 1imit on imports also gives rise to potentfal departures
from competition which would not occur in the presence of tariff protection.
Cn one hand. a domestic monopolist will have greater latftude to raise prices
at home, Consumers are not protected by an induced flood of competind importss
which would keep the vomestic industry fn check um!%f tariff protection. Poten-
tial monuPolists among foreign suppliers may also benefit from QRs, If imports
are strictly limited. and especially if each country is dllocated a fixed share

of the total. foreign suppliers mdy raise their asking price quite close to

the prevailing domestic price in the-protected market. In effect: the foreign
_supnliers may be able to “collect” the Implicit tariff revenve which would
g0 to the {mporting country’s treasury in the case of a tariff or import
licenses auctioned to the highest bidder, The use of (Rs to delay adjustment
rests precisely on the fnsensitivity of feport levels to changes in the

« relative cost advantage of foreign Suppliers. FOr permanent protWiggon of

/ an industry. as for pational defense considerations, tariff protection (or )

better still from the trade theorist’s sotetim:s umworldly perspective. a

ERIC ’
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subsidy to domestic producers} is adequate. But in situations characterized
by l":apid fluctuations in world supply ;:onditions. the objective of:reducing
the shocks to which thg domestic economy must adjust over a given period
may be better ~'rved by a temporary direct Vimitation on the amount Of
*disruptive® imports. However. the concept of temporary protection is a
potentially dangerous one. As Murray and Walter {as welt as Mefer) Indicate,
GRs ‘intended to stow down the adjustment process have & way of becoming -
pellll\anent fixtures. ! would certainly endorse measures te inswre that
tempo.-ary protection is just that, and that the LATT procedure for
fmplementing new QRS requires a timetable for phase out as well as positive
measures for promoting adjustment in the imperting country.

ow are the LDUs in particular affected by QRs? To the extent.that
the LOCs on the whole are nearer to the s arting line §n the Industrialization

* process than their developed nation competitors. an¥ restrictions which /

tlose potential markets are especially harmful to new {ndustries uhj,ch'have

" not yet reached a minimum efficient scale of operation. in developed

countries, new fndustries often have a relatively large (and usually protected)
domesti:: market which helps to achieve scale economies, And to the extent

that QRs perpetuate the market sharas as of the date of introduction, they
especially penalize the more recent entrants into the ;ield. In this connectio
it sh'ould be noted that Qr;s often preserve the markef share of domestic "
producers. This seans permanent protection and e\ter; growth in absolute size

~f the import-competing industry--an or.!tcome which caniot be justified on
grounds of reducing costs o'f adjustment. HMeter correctly cundemns thls contra-

dictory interpretation of the terporary protection concept.
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In the special case of VERS, there are benefits to suppliers relative
to what they wauld Teceive if the same Tevel of imports were maintained by 2
tariff.. TM‘-exﬁortihg government must allocate the national quota among
‘k‘suppliers. Tﬁis can be do;1e‘by a tax or licenstng arrangement, or by a govern-

|
mnt export monopoly. In any event, the exporting nation has a gain in economic :

or political power through {ts control over exports to the lucrative protected
market. In this cases our own domestic industry and foreign suppliers are
both hgtter off than with 2 tafiff. aestic consumers and taxpayers are
‘worse off. It is unlikely that thi. .»aring of the benefits of protection
%L\re accident arising from {grorance of 1nternat10nal trade theory, as
Hurra.v and Hﬂter seem 0. sugge/t
There is a further reason why (Rs may weigh more heavily on LOC suppliers
than others. Because GRS are highly complex administrative arrangements, new
and swall sm;pliers in dfveioping countries (and elsewhere, for that matter)
are likely to be at a disadvantage in deali !‘g with the attendant ved tape.
I't $sworth mentioning the effect on domestil relative prices of substitution,
within 1{censed impq_rr*categories. of higher-cost for lower-cost ftems. This
~~ 4 unliki‘e'ly to ha}ve _the dramatic effects predicted by Murray ahd Maiters the
very discrepancies in relat{vé prices which they predict should induce com-
pensatory production shifts in the domestic fimport-competing industry in
favor of domestically pmducing additional Yower cost items. To the extent \
“that goods within a given category are fairly close substjtutes in production,
the skeuing“‘{‘ price diffei'entials resulting from substitution is 1ikely to

- o”‘"-_'

L]

be 3 minor oor_ncern
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_ The distinction made by Myrray it_{nd ¥alter between "special” and
¢ ’ "gi ffarential® treatment measures is wm\th_ underscoring. It i$ important
‘ to remmmber that 1 product categorfes are appropriately chosen, LOCs can

- reap bengfits without preferential--i.e., ‘discrininatory- =treatment. special
ot HSHM‘G\’_O probably more consistent with the long run obJective of moving
t© "~ toward a more open world economy, since they do not establish a group with
'- 3 vested' interest in retaining .existins trade restrictions. (This is an

-y

"issiie which has, of course, come Up in the relationship of the GSP arrange-
wenis 1o the MTN.)

N
L y " Ye can view the rationale for preferential or special treatment for,

tis in tht of two separate arguments. Firgt. there 15‘ an.int'ant industry
Justificntion. as was used in the case of GSP also. A second raﬁonale is
that” the opportunify to S.L\pp‘l.v a restrici:ed markelt 1s worth something--the
value of the rights reflecting the differedtial between domestic and foreign
costs. By giving a larger percentage of these rights to LDCs, we .are making
some transfers of resources-<in effect, we are giving a form of ajd-~to the
LXs. This 1.s‘c1§arest in the case in which the rights dn be bought and
sold. One problem with this ratiomale is that if the rights are mot t trans- \
ferable between countries. the poorest or least developed nations ha\re the least
to sain in the short rum. i ‘

Meier brings in a thivd possible motivation which I feel is somewhat

difficult 0 sustaln. That 1s the 1inking of preferential treatment for Lpt:s' "

]

exports to markets for primary commodities. Unless we can uoui\t upon the
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| ‘am’p o# 77 o enforce conpliance uith such a dm, this kind of agreement
s unlglkﬂy to In very effective, Indeed. At 1s precisely the countries
which- have the 1mt *to;,ull 111 tﬁgm of raw materials which are most

. AR

L R T

_concerned about pmting mnufactures.

Now, looking &t tﬁe case for specm treatment. we might adopt the
mrrly.-ﬂal'w' suggestion of a sliding Tcale “for preferences, according to
how large siig'supplier' 1s'.relat1§e'_t_o the market served, with those below a
certafn minimum 'to be exempted entirely. Tiis would reflect the infant
industry justification, Two ﬁFobIQs arise. however, in fmplementing this
suggestion. The first 1s that we would lli'ka 1deally to- give the mos-t encourage‘-
ment to‘nen producers, pot merely new entrants <nto a parr.icula'r market. : -

-
<

Thus, & more retevant criterfon might be a share of the worTd mari:et. Further-
.mu. the .criterion does; discriminate against the 'Iarger Lis. (The samg .
f cﬁticisn applies to tb.-. competitive peed exclusions in“the u.5. 65 systan-.) ‘_,
if_‘ the Justiﬁcatian for spécfal trestment is to give aid to poor i .
- mations, perhaps a per capita income criterion Should be ncluded as feil.
There 1s, Ilouever. a tradeoff betueen‘generating efficient resource transfers
and prnutting developnent of infart industries. A new entrant into a particular )
narket may.do batter by selling its rights to an established LOC producer with -
TMr costs, but by foregoing curvent production, the new entrant will fail to
achieve the dynamic yains.envisfoned in the infint industry Justification. ]
A remaining 1ssue 15 which domestic fndustrier will remain protected
- by qQRss and h:m these QR$ can be relaxed. Presumably the justification for
'Qﬁs must rest apon & comparison of adjustment costs to the domastic Industry

L e
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and bénefits }o done/stic consumers and foreign supnliers: These costs,and
benefits depend on a mimber of factors, some mentioned by Murray and MWalter, .

_ Gthers fot. The most 'nntabié omission "is the difference between foraign and

.

domectic costs, a key parameter in deternining the cost 0f protection to
doltstic consimers., Interestingly, as Mefer notes but does not comment
upon, the Mulsifiber agreanent includes "a large difference between domestic
and for ign cost as one consideration in applying restrictions, Murray and
Nalter sm to find 2 ‘fu?tification for protection in the absolute size of
the domestic t-conpeting industry Sureiy this influences the po!itica!
powetvithin the industfy bt nnt necessarily the economic adjustment costs
incurned 2s a result of increased compntitiﬁ from fmports, Two smaiier
indlstrées might togethér account for the same total ‘zpact on enploywent ,
for example. The way fn v:ii'ieh products are classified ought wot in Ttself

- deterning whether a product shokld be on the 1ist of these protected by 2 QR.

1]
Es

'

-y

kS

+  As Hur;-ay and waliter point out, the 1dez of reducing adjustment costs
by slouing’ dowin adjustment seems well estabTished but has not been grounded
in any hard evidénce. We need to know more about adjushnent; and we need
to design ‘mores effective poiicies to promote adjustment, Our experience
so far ;rltn so-‘cailed Trade Adjustment Assistance has been far from reassuring

\to workers employed in tl;ose industries now subject to accelerated foreign
competitions With regard to facilitating the adjustment process: I would
dissent fmun tne Murray-'!alter suggestion of.a sequéntial approach to liberali-
zation, This could actually compound adjustment difficulties 1f workers

displaced fl;om one industry, say, textiles, move on into other labor-intensive

S 100

{




-9 -
f

1
industries, only to be displiced again as trade is liberalized fn the next
industry on the Tist. It \_m'ld‘ seem preferable to gradually relax protective

barriers across the bo d while helping displaced factors to find new employment
in expanding parts .ofﬂhe economy through improved adjustment assistance ‘

procedures,’ -
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© 7. A Comment on.Tracy Muyrray and Ingc Walter

“Specil'l ang 0f fferential *Libevalization of Quantitative Restrictions
on Imports from developing Countries”

i

Ronalé Findlay
Columbia tiniversity

P . .
Tracy Murray and Ingo Walter have written an excellent paper. ! am

in bastc mt with the general thrust of their argument $o my comments

!ril'l be minly concerned with emphasizing certain broader aspects of the

tssues fnvalved in quantitative restrictions on imports from the developing g

countries. Appraisal-of this question requires some coiception of the
general objectives of U.S. foreign economic policy and the direction in
which 1t appears to be evolving. As Clurles Kindleberger has recently
observed. the U.5. spent the-first 170 ,wears of its existence pursuing &
narrowly nationalist trade policy followed by about 25 years of attempting

o wore global perspective. It was during this period that the chafvwan of

thi; conference authoreﬁ 2 study of U.S. international economic policy
tit!eﬁ. Giant l\nong Nations. The last few years have seen Atlas attempting
to ]ighten this hurden. welcomed by some as a decline in *hegemony,” bewailed
by others, 1ncluding Kindleberger, as an abdication of an essential “leader-
ship role in the world economy. -

countifes have a present_ and increasing comparative advantage. A

$ra '.J‘.-‘
3 """‘fr LM

LA
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. @ not have too much to look forward to even in a growing world.

) keep increasing to domestic consumers.

-99 - R ‘ -, .
It 1s important to realize that QRs' are a form of protection which .
F

““freezes the domektic merket. This IS 1n contrast with tariffs where, aithough

the demnd in the imrting.oooﬁtr‘les i3 reduced at each point {n time as
he {wporting country's income grows the exporting countrfes can expect
om3 apansion in the nature of {ts market. Requests for protection are
nrti;ﬂ’sﬂy temacious In that once the quota is imposed, the size of the
faporting country’s market is fixed. In this context, exporting countries
" In tamms of resource allocation, a fixed QR inplies that the share
of im;-ts gets smaller over-time, as the importing country market grows.
Under these circumstances, the costs of inefficient resource allocation
Quantitative restrictions on labor intensive manufactures exported : T,
from LOCS can frustrate the:widely recommended LDC - export-orier «
development 'pplicus. Research by economists like Professui Xravis and
Sister for the period of the nineteen fifties and sixties have concluded
that. any sTuggishness 1. the LOCS export growth 1s more related to the '
supply s1de than to the demsndvside” The experfence of Hong Kongs Sirgapore.
Tatwan and Korea, in the late sixties show that, although world demand for ) e
various primery exports may be sluggish, the market for labor intensive
minufactures can provide the means to significantly increase export earnings.
And 30 Tong as the developing countries follow the right POTicies. they.

=

See Irving Xnvis. "External Demand and Internal Supply Factors in LDC Export
Performance,” Banca Nazionale de Lavero Quarterly Review,” June 1969, Vol. XXI1I
and Benjamin Conen and Danlel Sisler, "Exports o¥ DeveToping Countries in the
1960's," Economic Gronth Center, Yale Unlversity. Center Discussion Paper

No. 173, November.
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can take advantaye of their relativa abindant Vabor. With the tmsf;r of
tethnology from advanced countries through multinational corporations, or
ﬂ_uﬂm; other form, they can Iool_( forward to raptdly expanding menufactured
exports, :

But this scenario of export ed growth can be very much Jeopardized
1f as soon as the .Ioss developed countries make sui:stantial progress tn pene-
trating the advanced countries’ markets, 'quantitative ;estrictions start to
90 up. ORs simply eliminate t;.e- entire prispect of this outward-looking
development strategy.

 The United States. in its general 1ntemtional economtc policy.
s a stake in promting nﬂzet-oriented. ou'ward-looking policies in the
Lﬂc's. The U.S. is a substantfal creditor of the deve]oping countries.
It is @ exercise tn self—contndiction to upcct the principal and «mumt
of this debt to be paid while markets in this country for the potentfally
most dynam.c exports fmj‘the developing countries bare shut off. ‘While the

case for free trade may be 50 obvious to economists that they tire of
repeating it. they ehould not cease 10 do 50, especially when the same
mercantilist and protectionist fallacies are cited on the other side, under
various evphemistic disguises such as "adjustment assisiance" and words
such as “disruption” of domestic n!‘arkets by imports, The same old conf‘lic't
hetween the large gain to the few. concentrated in an industry or region so
that they c;n tobby effectively, and the smaller but nevertheless rqi loss
to the many,who are_widely dispers'ed‘ and therefore not organized, is what
s tnvolved here. Economists should be true to thetr neritage and point

this out as 1oudly and as often as they can.

104
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Murrey and Walter, while genereily on the side of the angels in
. thelr poper, show som sig'n_s of weakness when it comes to textile imports.
., Thay sky thet the megnitude of the iaport-cowpeting sector means that the
T, dispiacement Wi)) be Targe and therefore one s to m'lisi:ica‘fly acquiesce
© fn som prolection. M Bust not forget, however, that the sme size
N argumat can be made for 1iberalization astwel) and that there are Targe
poruahent 9l.1lI 0 consumers tayoffset the tesporary losses of the displaced
“workars. While the “theory of the second best is 1 mor intellectual
M it should not hm the effect of preventing the profession from
fightlng for *he first best with &11 the weight of its authority. So far.
this sescion of the conference has de:o_t;too such time discussing how
10 pinimize the Mm from mnntiutive vestrictions instead of denouncing
thim for the abomination that they are, ° -
As the tuthors point out, fixed quotas imply that al) the growth
of the market 15 supplied from domestic production wheress a fixed tarift

rate restricts the market at any point in time but perits fmports 9 increase
i . i

[

i response to_the expansion of the size of the market. For wost developing, .
" countries, uports constitute t.he major scurce of financing capital for their
goc:ls purchases and it §s only thrwgh foreign exchange sarnings that they
“ean ultintely pay for imports of sophisticated machinery ezsential for
their development, With the well-known sluggishness in the growth of -
> c dezand for most primary exports other than petroleum, 1t s imperative ’
that the developing countries have actess to the growing market for labor- ’

intensive mnufactures in the Jarge industrial countrfes, Quotas therefore

n
.
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iuu a particularly pernicious 1q.nf.:t or. developing countries since they
divectly affect their growth prospects through a constriction of capital
g00ds {MpUrts, Quolas ;pplied to Japanese TV sets for ex¥les while *
also deplorables would not have such drastic consequences for the Japanese
sconomy with 1ts extensgve domestic capital goods sect?r and highly skilled
Kbor forcq wivich makes it less depenient on any one particular Vine of
export trade, )

It 15 true that rising tariff tevels can have effects Similar to a
fixed quota: and falling quota levals sinflar % a fixed tariff. However,
a tariff wuld sul to be..uch the lesser of the two evils since there is

"alms 2 pﬂitical bias 1n favor of inertia and the status quo. The proposal
“of a quota combined wilh supplementary imports at a higher tariff rete,

favored hy Peter Kenen in his €losing remarks, would have the same effﬂct on
1mport volume as a tariff at ‘the higher prate uithout the quota, which would
be rodundint.y Its effect would simply be to redistribute revenye on the )
imports up to the quata leyel from the government to the importers. Since

- 1t/ 1s effectively equivalent to a tariff the “tariff quota® would certainly
. be preferable o a pure quota. The advocates of protection, however, wi7)

notice this too.
I find attractive, at the present juncture. the recommendation by
the authors for msltilateral rather than bilateral gotiations of the .
1ssues regarding quantitative restrictions. The da geruith biTateral ]
Ltnptedtoactasa“

1}

I3

negotiations 1s that each industrial country might

Editorial note: Discussants were allowed to revise their Zomments after the
seminar and to make veferences to coments of other participants
of the semipar.




- 103 ~

*free iider,” trving to placate {ts domestic protectionist lobbies while

haping that others behave In syuch wAys as to preserve the open trading

Apepp———r
R L

e
®

o

Ityst. whith 13 in the interest of all. Mult{latera] negotiations would

at Tmst have the effect of squarely confronting the industrial nations as
& whole with 2 stark c-hoiu betwesn the altermatives. It {3 exvential
that the issues. Involving specific quotas on Plrticuhr commodities
uprtvd into particular cwntries. be Tooked at’ as a whole in terms of the
1inks htunn tha prospects’ for ‘he growth of axports from the developing

'eomtrfcs and thels growing deficits for food and petroieum {mports and

the service of the mounting volume of debt.

Hith regard to the empirical work of Halter and Murray. Tet me J'l:lst
say that I found 1t very difficult to Interpret the message of Table 1. Tt
looks as though Qrs are a good thing for the L0Cs. The LOCs share of the
QR market 13 30 percent while {t Is only 23 percent of the open‘uarl‘cets
for awicumml imparts in Tablie 3. But on the other hand, Malter and
Myrray are prohably right in conciuding that QRs digcririnate against
the l.DFs in several products of interest to them, P 1eswmlﬂy in over Mi1f
of the individual items the LDCs have 2 larger share 'jn the open markets
and if shares are weighted by trade value the result t;nu'ld be even stronger
in slming that LOCs Iuve a larger share in open narkeés A

A nore comprehensive quantitative analysis than the one that Hurru
and Walter were able to do uithi!n the Timits. of their paper. could be
conducted by attempting the followlng three calcu'lations: -




- B - 14 =

" Y. Estimatethe cost t6 the U'.5. consumer in teras of higher prices and
@ restricted supplies of quotas on varfous 1t;ns on which they are now in

" force and on which mew quotas, such as the impending one on shoes, or
Teductions in existing quota levels, such as sugdrs are conteplated. The
authors scwmarize some previous research by Saldvin, Magee and others but

2. gstimate the reduction in export earning for the Jeveloping-countries

:
{_ a wider study using a sTagla consistent framework would be very desirable.
| .

geerated by such restrictions. . '
3. Estimate the re;iuction in demand that this would imply for U s. exports
and the associated reductfon in the Tavels of &mloyment 4n those industries.
 Only in this way could the public and its representatives get an adeduate
3 impression-of the costs involved in a‘ttuupting to maintatn employment and
production ?n vq'r!ous Tabor-{ntensive industries that have 1ong lost their
inumt{mil comparative advantage. The drastic Tag that the |.S. has
;'ccmt1y beenshondng in comparison with other industrial countries in the
rate of growth of umfacturing pmductivity can only be overcome by Shifting.. _
the Jabor for}:e 1nto more progressive sectors, not by subsidizing the 1neffic1m:y
at the consumers’ and mpayers\\expense. }
With the high general 1m‘l of unemsployments it should be pcs,éible J
to co-ordinate trade liberalizi.ion with aggregate demand policies’in such \
a way as to absorh the displaced workers into new jots. particularly If N

public expenditres are oriented towards the regions most affected by the |

1mport competition.
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Tocmludn, H agm with Humw and Malter that all import quotas’

‘ .an ild. and quotls oh }Mr-»int.ansive manufactured pmducts are probably
lhl mt tui tan ba imigined fm the ?tandpomt of an open and growing
world ‘sconomy . Thit the most industrial‘iy advanced and technologically

. ’ nphistical’sd mation on ecrth shoxid resort 10 them and even contemplate

“a substantinl 1ncms; in their use is nothing short of scandalous.
. - . ]
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REPLY. AND DISCUSSIDN ‘ v
R, ;uso WALTER: It i‘; very difficult to disagree with vefy much of
what has been\eaid. 1 would first Yike to respond to I!onald ,Findl s question
on our interpretation of the data in-Table 1. T

It is quite clear that the optimal way to assess the impact of QRs is

©to try to estinate what trade would have been 1ike had the QR not existed. The

many attempts made at estimating this are all highly suspect. This 1s true
whether one employs time series or cross-sectional data in order to estiute-

the hypothetical trade in the aI;sence of guantitative import controls. In order

‘to avoid similar failure. we undertook a lesc heroic task. Specifically. we

basicaily fnvestigated whether or not a significant amount of LOC trade was
subject to some type of QR administration. 1in effect.' we were primarily
interested in determining whether or not we wer;e dealing-ﬂq a trivial problem
from a trade volume perspective, We feel ;hat the trade data in 'l'able 1 general'ly
supports our predilection that a sign,i,fi’cant volume of LBC export trade is -
impacted by QRs. But perhaPs we we/pt\a bit too far in extending the data
analysis to address the fssue Of how much QRS have restricted LDC exports vs..
in some cases how much QRS have entrenched targe market shares of LOC
suppliers yho may not necessarily pe internatiomally competftjve. :

A second points which relates to comments made by boti1 Professors™
Ronald Findlay and Peter Kenen, deals with a i.vpe of generzlization concerning

¥ ] ; { ’ *
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the m impact upon developing countries Speciffcatly, it appears that ' “~
&vﬂqﬁng countries are moving incmsingly toward an outward oriented

lutlmt strategy, where they are 100king for both the %2ins from trade

and the gains from gmth. rather than viewing these two kinds of gains as
Iusically opposites. It is clear that QRs are going to be more fmportant . -
3 obstacles to development in the future.  ~ .

There is 2150 the fear of pyriniding of QRs. 'fann one particular
mrket gets closed of f because it is beiﬁ_g disrupted, exporting countries,

. whtich have developed those industries, are forced to deflect their exports

to other markets, creating problems there and generating QRs in those
markets as well:

As a result, there is a fear among the developing countries and

" internstfona] organizations that orderly marketing type arrangements on

.

_strategy would tend to lead tiem.

the model of the MFA ﬁill spread from one sector to 'anothe?- It is\possible
tlut shoes and leather goods uill be next after textile products and then
Some Other products after .‘thssg. But any new MFA-type arrangements are
almost ‘invar‘!ab'ly going to -invg'lve products in which the developing countries A
have a conparat;!ve‘advantage and where their outward oriented development -

First, as far as reciprocity ¥s concerned, it would be first intellectually
uncul;‘grtable for me, as 2 representatwe of the devehping countries. to’ .-

iba'sfcmy arguing agdinst Qs and for 1iberal ization. either on 2 special
or differential basis--and at the same time arguing for price rigging in A

-

cmditfes. .o o

i
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0f cours ,"iin pol itical terms, this is not such a difficult position for ’
tlevelonhfg couhtry spokesmen to reconcile. But it would nevartheless seem to ,

e <
- me that the pressure toward the market on the manufacture-'s side would tend to -

Y

L. undermine pressure auay from the market n commoditits. %ybe we would Se¥ a
4 ) Httle bit less pressure on the conmcrﬁes side if th'Is argment,were to carry-..
f‘,‘ a certain amount of"’fg;;:ge. which would fn effect amount to a certafin degree of :
N reciprocity. ) .
Secono“?.w,take advamge of market opp0rtunities created by QR liberaliza-
& ) tion, the develoying counggsjes will have to take a very careful look at. their
l 'oun commercial and-sexchaqge Dittrol policies in order bg facilitate*and rationaJ'lze

-t

thg importanc‘g,pf éal 1ta1 equipment and inputs As a,result, we may witness

s ¥T

“ reciprocity by way of reverse trade flows instead of through policy adjustments‘
) DR. TRACY MURRAY: I too' have very little negative reaction with a‘nything
) that the'd'iscussants‘h_ave safd. 1In fact, I hope that webhare the right to incor- ‘

_'»{,. . porate much of ft in a revised draft. Most of Professor ijg:u‘lloch's p_oints'are
ol ) " £ ) = * *
SR T "
f Tnstead. I would Vike to close with an analogy in order to emphasize hou we

3 . viveg\qﬁahtitatiye restrictions. In fact, I think one can draw an analogy between
the economy and the human body. The _body works f"lne‘when it s well, but ‘if 4t
is sick, it does notwork too well. When we become i‘ll.mev g0 to a doctor for helpy
we get mediciiies that hopefully clear out the dead cells and eliminate the sick-
ness.’ As @ result, we get well and function normally again. Often sickn:ass is
aecompénie& by pain that ;:an be alleviated by appropriate medicines. Pain-kmers .
| ‘ proride temporary relief from the symptoms uf the sitkness {pain) but do not
\ - makeps well, -, »

bt

*ditor’'s note: Drs. Walter and turray were allowed to incorporate Dr. McCulToch's
A specific comments in the revised version of their paper which h
appears in this volume. .
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'fhe ecom onerates in ‘a gimilar fashion uhere resource reallocation,

stilu'uted by market behavior (the tine), cleans out sick industries.

'fhe pﬁn-killer is.analogous t a QR.~ 1f a country has a sick fndustry,

tqporary relief can be proﬁded” by imposing import restrictions The indus-
y 1s stiﬁ s'ick. but the pain is not so bad. The problem is that.uniqke

tvﬁe humanbody, an ecoporlw is capab‘!e of living in sickness for a long. long
time; Q‘Rs imposed for temporary re]ief ha\ce a way of hecoming permanent.

TR lvlhat this points to is that if one wishes to cure a sick human body,
and At the same"“time wishes, to aro'ld unnecessary pain. one has to jointly

- I _‘..
7dninister medicines and pain ki'l1e‘rs But' primary enphasis should be p'laced

on the médfcines to make sure the sick person gets wéll. Simﬂarly. we might
Pain is.

'rgue that protection is aIl right for a Hmited period of time,

) Liieved while natural market forces or po‘iicy-induced adjustments are used

to restructure the economy in 1ine with intemational cqmparatjvg advarltage
The upshat of this® ana'logy §$ that the idef of QR protecgiqn s’\puld

St

nent ass'Istance which has the objective of—minimizing locahzed economiq

hardship xﬁﬂe. Tonger 1asting soLutions are being impléonented.

I3

%

k .really be viewed- as a type of complimentary, yet tem,:or’ary. measare of adjust-
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DR. KENEN: The floor s open for questions

MS. CATHY ROE - Department of Conmerce: First of a1l I would ke to
say that 1 agree very much with Dr. Murray's statement concerning the .
primary n.‘»!sons why QRS are use& in developed countries. The:; are used
primarily for safeguard situations. And I would say that the Sramework

" that you taIIned about 15 basically a safequard code. The code of conduct

you PI‘OPOS& is also a safequard code, and it 'Is something that should be worked =
out under the dafeguards negotiating group rather than in the OR negotiations °
of the NTN.

And for this reasons I woyld also 'say that there fs no need for diffei?en-

tial reatment in the QR negotiations. The work On QRs should aim at’
etimipating 211 QRs except in safeguard situatfions, and then leave the
aork-to the safeguards group to come up with special ‘and differential
>

~ The other thin&’ that T would Mke to 2dd is that no Mention has
t:cen made about ORs that are maintained by deveioping éoul"tﬁes. and I
feel that this is a\far greater probtem. QRs maintained Iu nany developing
countries affagt the e\grts of other de\relopinghcountries. For example,

the (s maintained by colintries like'ﬁexlco an?i Brazil affect ;e‘ry“nmch ’
Lhe exPOrts of other deve 09 countries. i . - .

‘ I think that the statement that one of yoO made earlier tfl;,_at enphasi"s

neegls to be put on rewriting the GATT rufes is also very important. I,

think that when yot!a- are talkin§ about <he QRs m{ntaingd by the developing
countries, we have to realize that qRs are very'izieffic.:ient ways of achieving *
certain ecoromic goals, and that the developing countries wouid 21s0 benefit.

or at least exporting firms from developing countries would benefit by a
shi_ft frcm using (Rs to_use of tariff and subsidy instrmnts. T

-
-~
. -
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I thinl; that ther.e,are real possibilities for Special and differential
treatwent for LOCs n the context of the GATT Framework Improvement Group of
the H'I’H.. .1DCs might be encouraged to reform their basic balance of paylnent§
pmcedures and their practices u_ith regard to infant industry f:rotection in

Lt & return ‘or such things as improved market access and improved safeguard

mechaniems and adjustment assistance on'the side of the developed countries.

DR. KENEN: Thank you. Yes sir? l ..

MR, JOHN EVANS - Retired Foreign Sevvice Officer: I have very little
quarrel with the Murray-wal ter analysis of‘ he problem, but [ do runﬁjntag
.difficultfes with thefr proposed solutions. ‘Their proposal that GATT adopt
3 code to. govern the use of quantitative restrictions seems to overlook
the fact that there already is a GATT code canfeming QR;. What i‘t sayss
in.effect is: "Thou shalt not use. them"-- with|cértain specified exceptions.
ofie of which fs tha't f.overin.g their use in cesl of balance-of-payment difficuities,

As 1 understand the Murray-¥alter proposal. it'is that, in spite of this,
general prohibition. there should be a GATT code speliing obt in detail the
imanner in which Qks should be administered, especially if they affect the
exports of LOCs.. Again paraphrasing the Decalogue. it is as if the commandment
were made to read "You shall™not kill; but when you do, youﬁfust obsewa certa'in
prescribed amenities, one of which is to give the vict‘im adequate advance notice.”

White I have the floor, I share Dr. HcCuIloch $ alarm concerning the use of

: differential QRs for the bepefit of less developed countries: Like her I am
very.much afraid that this would create a vested fnterest in the mafntenance of
+QRs with deveIOping countries pressuring the developed countries to maintain

" their QRs agairst everyone else at existing levels

I ‘i
.
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‘podify that criterion. And, second, what other objective Criteria did you ¢
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MR, LARRY -XEMNOH - Depari:nent of State/Bureau of Intelligence and Research:

-

| found. for my part, a certain asymnetry through a1l of what the speal:ers said,

They attack generally,and I thinl: rightiy. d‘ﬁs and ineffzciencies and distortions

- and s0 on, And where these exist for aggregate LBC-exports. this attack i..

do»b!y warranted because. they ‘iimit market access that the LBEs need.

However, the speakers seem to feel that there is something right about -
distorting market access in favor of LOCs. But it Seems to me we would then have
the same inefficiencies of distorted market access in tr’y_ing to favor imports"’
from LDCs -

T would be very concerned with the idea of gild’ng the least developed
'larger mrket access than I would tne other LDCs. 1 think this is the infant

'industry argiment gone uild., He can never distort the market enough so that

Chad or Bangladesh, and a couple,.ei’ other names I heard, could succeed ir e

'exporting goods in the fairly technological field,

.'-lith regardito wy. reference abput the desirabjlity of eliminat‘lOn of -
distortions &ffecting aggregate Loc, exports, 1 should add that elininating
them nould carry some ‘cosfs, It seems, for example, that if rich countrias
eliminate quotas on textiles, the effect would by, to hand the whole textile

o jndustry to such countries as Taiwan, Hong l(ong., Korea and mybe one or tuo
. more. Other LOCs BF this warid, lil':e Indiz, would simply be excluded because

of their highchost and more antiquated and fragménted textiie industries

MR, JERRY LaPITTUS - Office of the Specia1 Representative for Trade
Negotiations: I am concerned about yourchoice of criteria for ‘the alloc;tiOn
among etigible LOCs of preferential treatment. You said you selected a share
of the import market. In viéw of what Mrs, McCulloch said, how would you

* choose, and why did you discard them in favor of imports here? -




a

" based on the product specifics.

_belong to the varfous classes by 1ooking at trade statistics.

DR KENEW: 1 will use that direct question to turn, the floor back

“to our two speal:ers. and see ir they have any conclbding comments.

; DR. MURRAY: tLet me answer- in the order I remember the questions, the
Tast on2 first. In terms of alternative criteria, we did not look at a
brocd spectyum bacause this leads to the problem of negotiating weiohts on
the various types of criteria. ) o NS

Basically our feeling was that the only reason for a QR in the flrst

place is as a pain-killer to 1imit imports in the import sensitive 1ndustry.
And in those cases, the only countrieg that one really needs to be concernad

about a‘re those countries that can export the product ‘n quantities sufficient
ﬁto'lmct on domestic markets. Our philosophy was tu close the market for those

countries and Jet all the rest of them come in free, Thus we are calling for
the non-administration'of QRs for Jlass I or Class | cotmtries and. to mpose
QRs only on Class I1I countries, since Class 111 countries are those developing
couutries and mn-preferned developeg countries wh'lch ha,ve export capability
sufficient to 1npact on the domestic 1ndustry. ( , )

I would agree with Professor MECulloch however, that countries with high’
per dapita fncomes do rot really deserve differentia¥ xreatment--even 1‘f they are
mg-mtitlv exporters of the produtf. But 3f they can export the product,
it does not bother me any t2 give them special MFN treatment :

" MR, JERRY LaPITIUS: Is that the basic question? Yoor ariterta is
+ MURRAY; This is definitely the bqsic consideration. ‘For different
products. there exist different arrangements of classes. nf ueveloning countries.
‘l’n,is is Hneasureable crlterion. one can quickly detemine uhicb countries '

e
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There are, many probloms with this approach. In fact. one can probably /
find many dfsagreeable things in the code of condus® that we profose. Cur '
sain purpose of outlining something concrete was to provide some {T1ustration
B the kinds of zhings that we think $ould be fncorporated into an international
agreement in this ares.

T wuld ke tO make one other point. The whole question about differential _

. tm}nnt hotheM us right from the start., We began by carefully reviewing ]
the Tokyo Declaration of special ﬂ differential treatment. 7Vne word “and"
means: to ae that there 15 a unlon of two different cr‘ncegltysuch that the sum
total mpresents the first plus the second.l The dictionary deffuitions of spectal

‘a2nd differential are not the same. Theword “differentiai™ cémes thriugh with
a very‘clear meaning. It 1s treating one country differeat from another.

The choice of the term differentfal fs unfurtunate. And T think I would

_'ame very strcng'ly that that word should not be thare. But. 1t is there, SO
we, have w*ﬁxé with it. ‘ ‘
~ DR- RONALD FINDLAY: - Mayle ft could have been "‘interseCtiOn“ and not "qnion".

OR, MIRRAYY I think the rich countries had “special® in mind énd the

. developing countries wanted “differential”; in onder t0 reach an agreement In
Tokyo, they 1nc1t!ded both, It is nct a veiy desirable solutlonm,

+

-
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The Safeguard Negotiations and the Developing Countries - .
Gerald M. Mejers, |
F ~ It economists can be proud of any principle, the doctrize of comparative’
advantage 1s 8 strong contender. It may well be, as Swmuelson has remarked, ° </
that the Ricardian theory of comparative advartage s the one proposition in
Can of M soctal sciencas which 1 both true ang ronstrivial.! Ay yet.
. manymen of affairs--in Gusiness and governwent--hive always been umilling
to bel jeve in the principie and are reluctant to submit to its dictates.
L; In recent years, dissent has intensified. In part ‘t'i':'is is because the
> exposition of the doctrine has become 50 complex. that its elementary g
fundamenta) lessons about the virtues 'of‘ internationa) division of labor °
have tended to hecoue Submerged in.more esoteric refinunents.2 Morz
stgnificantly, there haé been hreater recogni*Zun that as. the structy e of
cOMphrative costs changes, a di{ferent distribution of benefits and detriments ]
ensues, and those who suffer a dbtrigent have become more {nfluentia) fn )
seeking to overrulé the dictates of a:’.h' market. The desire for extra-parket
support al1so intensifies when the process of adaptrtion is no Tonger in the
context of sustained growth and prosperity. The increasing resort toa
market safeguard reflects these factors. Sut in proter.ting home markets,
. policies have been adopted that are 3vd, 4th, or n-th bgst policies., The
cumnt Myitilateral Trade MOtiltfﬂns (MTN) therefore‘ pmide a propitious

¥ The author is Professor of Economics in the Graduate School of Busingss.

Stmford Iniversity. .
-1 Paul A. SamueTson, “Presideatial Address." Internat fonal Economic Relations., )
International Economics Association (1963),°9.

2ct, lhlgult‘l. “The Pure Theory of Internationa) Trade,* Ecomomic Journal,
hrc" ‘m, v
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“and to smalyze hou different policies would accomplish our goals. .
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thas to re-exanine what We want o system of markat s:feguards to accoRplish

Y

Fron the perspective of the intermdtioml pormative process. as

%
i1luninated analytically by principles of welfars economics and practfdally
by intermations) codes of conduct and nationsl Tegistation, this paper -~

oamines the rationale and scope for spectal and differential treatment of
LICs with respect to the appTication of market safeguards by DCs. e begin ™~
by recalling the formal prescriptions now in effect, reviewing the effective

.,_pr'o:tico of market safeguard instruments by the United States, and stating
+ . the problem in the current NTN (section 1), We thenamalyze t'e probles I

terms of efficient resource allocation and other aspects of {nternational

welfare economics {section 2}, Our ultimate cencern will be to provide some.
policy'iupliu‘tim and guidelines of value in the NTN {s«):tiou 3).

1. The problem : x T F
Market safeguardse~in the sense of protecting a particulap tadustry -

or sector of ‘tln domeitic ecow’-operfte by {a} postponing tariff cuts, . )

(b) vafsing previously Towered tariffs, {c) saposing quantitative restrictions
on imports, (d) restrictirg the coverage of the Genrralized System of Prefer~
ences (65P) and allowing for withdraal of preferences. The GSP rafses
Ispecial questions that go beyond the fssue of market safeguards, and will '

be excluded here. ' )

.

3 This 1s @ narrow interpretation of safegrards, MNore generally, safeguards
can also be used to "protect” goverrmental responsibilitias in the aress of
balance of payments, economic development, fu11 employment, and agricylture..
Safeguards czn also ba used as “protection” against the failure to receive
thi anticipated benefits from another signatory of a tresty.or t. -
The more general a ch is adopted in Irving B. Kravis, 3 :
and 1n tional Goligations: Safeduards in Intermationa niza

. . GAll containg several difrerent sar “Clauses o5 X1

XIT, X¥IT1:2, XIX-XXI, XXV, XXVIII}, but Article XIX s the most relovant M

FIE T kT AT AT ..~ T wm _— - A -k 13 - s Tt " o —
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T> avoid injury from {mports, the United States hiks 1in recent years
=
vasorted minly to Article XX of the GATT, the escape clause of the Trade
"cv Fxpampion Act of 1962 and the Trade Act of 1974, Voluntary Export Hestraints
(VERs), and Textile Agresments.
Article XIX on “smargancy action on certaln i-port'k" authorizes
o gmergancy iMport-restricting measures: .
" If , &s-a resylt of :mfomm developments-and of the effect
of the obligations incurred by & contracting party under this
Agrewment , Including tariff concessiors, any product {s being
inported {ato the territory of thit contracting party in such
increased quaatities and r such conditions as to cause or
+ threaten serfous Injury LI¥ domestic pmtur.css in that territory
of 11ke or. directly competitive products...”
" To {nvoke Article XIX, therefore, the following must bé sho\.m:s
(1} Isports "in such increased quantitips™; . h
{2) The increased imports are a result both of
{a) "unforesesn developments"; )
{(b) concessions granted pursuant to the GATT;

(1) The increased imparts: cause “sertous injury “or *threaten

RSSO

Lany

N serious Injury.” *
. The concept of *in such increased quantities” has been ‘interpreted to
mein not only an absulute incresse bat a-relatjve increase as well. It is
tharefore possible to invoke Article XIX in a situation {n which both domestic

E)

4GATT Art. XX, para. 1{a).

Sfor an extended discussion of t‘ht_p requisites to an Article XIX escape
clayse action and the types of ¢ satory remedies, see John H. Jacksen,

1d Trade and of GATT (1969), Chap. 23; Robert E. Hudec, The

rid Trade Diplomacy (1975); Hudec, “"The GATT Lega)

oM, of Worid irade Law, seotr:er-mober 19703 Kenneth Dam,
TT: Lew and tconomic Urganization (1970), 99-107. :

\.l -
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F. mfu of an import-competing comoaity and the imports Jf the commbdity -
E_ Lo both decrease in absolute amount. but the proportisn of imperts to domestic |
- \mtion ncreases.’ \ Vi

° The concept of "as a result of tmfmsoﬁ deveiopments” r‘;ises complexn . .
-, issues of causality and reasonableness with respect o.what an ixporting’ !
sation could akd should have been expected to foresee. The interpretation -
of this requirement has become so Tenfent that one can almost conclude thay o
o increase in imports can jtself be an unforeseen deuelomnt.s *
The H20e of "serfous injury“ was examined most seriously in the . ﬂl
Hattar's Fur usg,,'
@ " After considering data vegarding quantities of imports and of Ilait’
swduction and smpioyment in the hdies'_![at "Industry,” the GAIT
¥ Morking Party found evitdence of "hrg: and rapidly incredsing... 1mrtf.
' while at the same time domestic production decredsed or reléined stitiomry.

This, it concluded, was "evidence of some weight in favor of the view that

there was a threat of serfous infury.” . Further, the Working Party sald:s &
l. 3

: The avaflable data si—port the view that increased Tmports had
AN caused or threstened some adverse effect to United States poaducers.
. Whethar such a degree of adverse effect should be considersd to .
) ‘ ampunt to. tserfous iMjury’ is anothar question. on which the data
camnot be sald to point convinein9ly in either divection, and any
view on whick 1s essentially a matter of economi ndgsocm
" judoment Tnvolving a consfderable subjective el t. .

-

-+

6Jackson, op. cit., p. 561.

’ Tee Joa the United Staf@s of a Tariff Concession -
y GATT, Geneva, Mot 1951 (Sales No. GATT 1951-3). ’
. LI -
[31 at 21, C /
914. at 22. " Y i 4
"y,
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Mtin, a Tegal student of the subject has .-onc!uded that “as one
mim this vemarkable GATT report On Article XIX, it appears quite clear
mt tlu ma'lt of the findings made was-to Oreatly extend the scope of the

m clammd Tender 1t availaﬁe for invocation in a aide vanety of

limtioos lt a‘lmst appears thot a me rapid increase in the proportion

L of iworts to the domestic prodnction would make invocation of Artfcie XIX

1
b

-

- capacities continue to exist abroad.

Jutifiable, especia‘lly when all benefit of douht poes to the party invoking
i!:. The net resrik iS to render tariff coocessions and other GATT obligations

P . Tess stable, 10

-

< When a party invokes nrticlﬂtﬂio‘%ﬁ'spend the obligation in whole
or in part or to ‘wh thdraw or modify the concession" in respect of the imported

pmd'{:t caus{ng the injury, the bountrie? concerned may consult each other,

" and the inioting party may offer other compensatory concessions. Or the
coniulting parties may obtain the agreement of the fnvoking country to
compensatory withdrawal of n:onn:ossicnrls:.Q by the other countries against which
‘Aeticle XX 15 invoked. m{n; in orde‘r to avoid retaliatery withdrawals,
thi invoking*country offors other concessions; it must do so 1n'confomity
_ with the Hﬂ{ Tule, just as the withdrawal or suspension itself mst conform

T to the Hﬂl rute. The withdrawal, homer, is to be "to the extent and for

such Time as may be necessary to prevent or remedy such fnjury.” (GAFT

. Art. XIX, paragraph 1{a).} Because no remedial action is prescribed,

protection 1slin effect.sanctioned for so long as the threatening export
n

b N

¥gackson, o, cit., 563.

rhis 15 emphasized by Jan Tunlir. "Emergency Protect}on a:);ainst Shar
Increases in Imports,” in H. Corbet and R, Jackson, (eds.}, In Searc

< of a New Worid Opder {Halsted Press., 1974 Chap. 15, on page 262.
) umi1r notes that the consultative procedures developed 1n practice actually

* give Article XIX a bias toward meking the emergency protection permanent.

b

Ed
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‘« . Article XIX was invoked 54 times during 1947-70, with most of the
el ases {42) occurring arter 1960, ~Only on four occasions did the use of

»
kK

- mm msummnder Article XIX lead to a compensatory suspension of
obligations.by a supplying cotmtry; on 25 occasions the concession was re-
12 o 1970-76, there were 38 Avticle -

stored after a\cemin 1apse of time.
XX actions, and only seven of these fnvoTved prior notification and con- |
° X sultation, - o b .

— T, \ln p'raéi:ﬂe,’ the invoking of Article XIX has generally taken the
fom:“f‘in increase in bouncl tar'lffs‘ but in recent years the {mposition
of QRs has become more common. Fyrther. Bhagwati estimates that the

“develdping countries’ exports were in‘uolued 1n more than half of the

.;deve'lmd countries' imrocations of Article XIX., The restrictions {mposed inf

-

these cases’ were removed withio 2 year in a third of the cases ‘(mluing‘.
developing countries, but in half the total number of cases, tpemsures

had been in force for over five years.n - ' _

X The resort to Article XIX has, however, beep ratter Tinited n comar- :
ison with the in?qcatian of domestic escape clduses, Voluntary Export

Restrictions {VERS }, and the ﬁrrangynﬁ/negarding International Trade in . .
Textﬂes {referred to subsequent/y as the l!ultifibre World Textile Agreement)

! (:ountnes have preferred these other market safegquard procedures
Instead of mortthicle XIX because they are not restricted to -

‘ .
remedying a 'f}rﬁ:us injury" that 1s due to prior tariff concessions. They 4

rd and Victoria Curzon, "The Haﬂagempnt of Trade Relations in the GATT,"

7 Andrew Shonfield {ed.}, International Economic Relations of the Hestern
Hoﬂd 1959-1971 {1976), 223,

13)agdish N, Bhaguati. “Market Disruption, Export Market Disiuption, Conpen-
. sation and GATT Reform," World Development, December 1976, p. 993.
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" 8130 allow the invoking country to avold the MF rule and tolpractice
: * -diecrinintnnr treatment. Furthers they are attractive to comtries because
r they do not require, as does Article XIX, sompensation in the form of other N
fﬁ) concessions or retlliatory suspension of equivalent concessions or "other *
’ obligations" through the principle of reciprocity,’

- In the United States Trade Act of 1974, Title II provides for import _

relief from fmports that are a "substantial cause of serlous injury or the
¥ threat thervof* (sec. 201.)"% "Sertous Tnjurylh ihcludes id11ng of produce
tive factitties, inability to operate at reasomable profit, and significant
mldymt or under-p'(omnt.f "Substantfal cause” incTudes either an
sbsolute, or rehtive increase in imports plus a decline in domestic producers’
V.5, market share, 'ESubstqntial* is defined as "inportant and not less than'

w

i . any othe_\r. _ "Threat of serious injury" includes decline in sales, growing

'mgﬁentoﬁu. andod(eclini ngy pmduction. profits, wages, or employment. After

'eligibﬂity petitions for import relief are filed uith the Internatiompal

‘rnde Commission (ITC), 1f the ITC finds serious inju!:v or threat thereof,

) it must recoomend to the President within six momths of the filing of the

0 tition either neu import restrictions or provision of adjustment assistance.

{}:thin 60 days of vecefving the ITC veport, the President must decide what

. kind of import relief to provide or whether to provide adjustment assistance
(section 202). The President may provide import relief for up to five years
in the ?qrn of new or rafsed tariffs (up to 50% above the existing rate}, ’
suspension of duty-free re-inport benefits or preferential tariff rates,

L tariff-rate quotas, tighter quantitative restrictions, orderly marketing

A -
~

"_,See Trade Act of 1;74. para. 20](!:}.(! }, 19 U.5.C. para. 2251(b}{1).

ey
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agrec,nnts with the exporting country, or any coﬂgim%\i‘qn of these. If no ~
import vetief {s pro'}fdi'd despite an’ ITC recomndatiu;. within S0 days of‘
receiving the Pre.sident's report, Congress may then put into effect the ITC's
recosmendation \by a-majority vo‘:te of both houses (section 203)." fifle i
also pnégm ag;}nstunt‘ assistance for uorl}ers {chapter 2); for fims
“(chapter 3); and for ::o-iinities {chapter 4).25 S

In mén't yeirs. the concept of "mrket disruption® has aTso comn&ed

attention, pa‘?ticuhrlj as a Tesul‘t of the Long-Term Agreement Regarding )
Intﬂ"m.tiunﬂ Tradé in Cotton TextiTes from 1962-?3.]6
-Regarding Internaticnal Trade {n Textilgs, in force sin;:e 19?4.1{ According

and ‘thi Arrangement

to the 'latter-nrrangunent. £i1e determination of & situation of ‘market ai.s-“
ruption’ shall be based on the existence of serious dimage to domestic
producers or actual threat thereof. The existence of dal;age shall be debgr-
mimed on ths basis of an examination of the appmpriatebfactors having a %
bearing on the evolution of the state'hgf_gh&indu;try in qt;estiun such as:
'tﬁm_ov‘er. market share, préfits, export performnce, enpl oymbnty volume 'of

R ‘disrupttve and other Imports, prqg\ucti.uniiflﬂzatiun of capacity, productivity
and investments. Market disruption is deSynated as: : '
M ) N & . -

. ; \
lsPub. Law 93-618, Jar’, 3, 1975. In T975, the ITC instituted 13 investigations
of escape clause petitions. For a swmary of escape clause decisjons (as
well as antfdumoing, countervailing duty, and unfzir import ?ractices
decisions) 1973-75, seé Council on International Economic Polcy, Mim
Y Econgmic Report of tha President, March 1976, p. 45. See aTso Bhagwatf, -
et Disruption...”, Table pp. 994-997) for escape clause actions,
1947-1973; and Table 3 (pp. 1000-1301) for the relationship between Japanese
VERs and US escape-clause investigations. .

165ee GATT Doc. L/1703(1962)) Agreement No. 97 n App. C.
VIGATT, Arrangement Reaarding Internations] Trade i Textiles, (Tg74).
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. -{i)a sharp and svbstantial increase ¢r imminent fncrease of iMports

of particular products from particular sources. Such an imminent increase -

shall be & meesurable one and shall not be determined to exist on. the basis
of mmtfon. conjecture or ure wssibility arisings for example from the

- c:i:m of pndu:tion qlplcity in tlic exporting countries:

“.(i1) these products are offered at prices which are substantially -

Selow those prevailing for similar goods of cammﬁ‘e quatity 17 the, market

of th iw’tinﬂ cmtry Such prices shall be comared both with the price
‘fbr the domsstic product at 3 comparable stage of commercial transaction. and
with the prices nnich nornily prevail for such prid icts soid in the ordinary
course of trade and under open market conditions i, other exporting countries
in the Imprting oountry .

It {s potable that the Amnguent aiso states that "in considaring
questions of "market disruption’ acoount shall be taken of the fnterests of
‘the exporting country. especfally in regard to fts stage of aeveiopnent 19

, Technicallys the Arranyfnt 1s separatg from the GATT. but the Nego-
tiating Parties stated that they were "detemined to have full regard té the
principles and obdactives of the General Agreelnent on Tariffs and Trade and»
n carrying gut the afms of this lrrangment- effectively to fmplement the

principles and objectives agread upon in the Tokyo Declaration of Ministers

3
 dated Soptnber 4, 1973 concerning the Myltitateral Trade Negotiations"
. (Pmdm) mmsw of the lrrangeaena. also estahlished within the frame-

work‘of GATT a Textiles Comhittee consisting of representatives of the parties
to the Arrangement. The Committes deals with those matters.specifically

i

151d.s Annex A. (11)s at 20,
Y1bid. ‘
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rcf'rud to it-by tho Taxtiles Surveillance Body, 1s sérviced by thq GATT
Secretarfat, and reports lnnually on the operation of the arrlnganent to
' the GATT Tounc), - o :

. .In view of the departures from the principles of GATT n recent years,
one might think'that the objective of the MN shoutd be to re-éstlblish& the

© GATT prii\':ipies. and"1n our coiftext. reassert Article XIX which now appears

ia; be mre honorad tn the breach than in the observance. Yet, 28 Jan Tulﬂir

. of the GATT Secretariat perccptively states, this hope i3 nther,yistfui.

*It 15 hard to belfeve that the GATT could be reasserted by a siwplé collec-
tivedecision to returhi €0 & situation quo_ante, and Eden before- the fall

where rules had been observed, without some old rules being ;e-urittcn and

soue additional principles and rules being formally lcceptid The econoaic
chinges of the hst decade (Nrticullrly the strong acceleration of world

trade in nnuflctlim). and the prospects which they open, make Article XIX

even less satisfactory today 'lﬁd to even more cduntries than 1t was in the
1950520 .

A revisfon of Article XIX 1s in order. This 13 'n;i:esslr.'?' from the
standpoint of negotiation strategy in order to achievé tride tiberaltzation
and to prevent more seriovs protv;ctionist I;zgisblation from being enai:ted
and to reduce pmsure on countries t0 solve theiv trade- prnblens outside
the mitihtenl framrk. It {s also necessary to attain more closely *
the qonditioz; of ecohomic efficiency. : 4

The problem of how should the present MiN p!:oceec to revise hrtigle Xix?

" And, of particular concern here, should the vevigion accomodate special and
—_—gdifferential measures for the LOCs? Before considering some policy Quidelines,
. we should glace thé problen n 1ts broader context and first bring to bear upon ’

the 1ssues some further economic analysis.

2romlir, op. cit., 261-262. . )
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This problem s essentially one of external ity controd Policy. It
' fs part of tw mﬂ topfe of Msing remedial policies for extemlfttes
M which there luls mult!y bnn‘ considerable writing in both economics
“and 1ew, !eonuisu have oensidend the relative efffclcy of penalty taxes,
- wﬂﬂﬂ. and dimt muhtion s tnstrumnts for cuntruning external
wmu which” 1nvolu the fnterlctiun of many parties. Much of the -
“*ihﬂiﬂu is an extension of the Coase theorem uhfch relates to the treag-
ment 3{ detrimental externalities. This theorem asserts. that the assigmnment
. of- mpcrf.r rights and lflbﬂ‘tty vules for damages have no. effect on effictent
mource llloatfon. provided that markets exist and transaction costs {i e,

fnfomtfon-ooutmting-polfcfng costs) are absent. The parties’ mcemd

R - LT
T

wil] voluntarily negotiate agresments with allocational results that will
. be tavertant over differing assigments of property rights among the partiés
b u the trénsaction,’ Legal am!ysts has also incorparated the Coase Theorem,
L u npmenud mt notably in cmbmt $ _@sts of Acctdents and Posher®s
:m.mnnnmum”

2'3. H. Cotse, "The Problem of socm cost,” J. n,, October 19@0. 3,
fum--Pare 1, 13 %ﬂ%
557 il h Tum--Part tignal Resource

2“ f.lhhﬂsf.

¢ Ana
m d’li bfty o«"ﬁ’ f the
w ; ll‘l eha - 0
Cathedral,” 85 Illrﬂrd gu #vfg 1972). l‘alabmt restated the
Coase theorsm as fo stme sltocation of resourcet will come
about’ regardlesy of chh of. two joint cost users 1s fnftmly charged

"with the cost, 1n other Words, regardiéss of 1tability rules.” Calabresi,
“Trlmctfon Costs, Resource Alloca%fun. and Liabf) ity Rules--A !:olnnt.

11 Joyrnal gf Lulndicumic 67 {1968).

"
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3 2calabresi, op. cit.. 63, ‘ R
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. The Calabresian aneiysis 13 egpecially suggestive fom: our probiem of"
*the cost of market disruption” when Inports cause “domestic fnjury.” The
crifical gquestion is who shall bear the “buvden” or the cost of market re-
sMjustmnt when trade berriers are reduced? smuld the burdens or costs be
Teft whre they fall due to merket fomsz”
This wuou raises 1ssm,sfaﬂar to thosé\Qsed in cilabm!‘s

Anquiry into the difficult "decisions for accidents,” Calabresi notes
. tllut: : P N .

the primary vay in uh{c.h ] soc{et.v my seek to reduce accident
costs is to dircourage activities that are 'accident prone’ and
subst{tute safer activities as well as safer ways of engagls
the same activitfes. But such 2 statement suggests nelther

to which-we wish to d{séounge such activities nor the
esans for doing %0, .. e

We certainly do not wish 0 avold accident costs at A7 costs

e by forb{dd{ng all accident-prone activities, ‘Most activities can ™~ .

be carried out safely encugh or be sufficiently reduced In f
0 that there 1s a point at which thetr worth cutweighs the costs of °
the accidents they cause. Specific prohibition or deterrence of
most activities would ¢ost society more than $t'would save 1n s¢cident
costs prevented. MWe want the fact that activities cause accidents to
influence our choices among activities and among ways of doing them.
lut we want to 1imit this influence to a degree that 1s Just1f{ed by
e %ﬁt'of these accidents. The obvious qucstion {5, how do we do

s

Considering these questions in terms of our problem of 1norts and
market del'UPtion an economfst would state that the decision to permt imports
should bo decided by, the market--unless the market {s flawed and tho marginal

‘soctal damsge from 1nports exceads thei r marginal socm benefit. There will

thea be some optimal level of {aports as s {uSfrated In Fig. 1. Suppose
that in the absence of any control over imports, the increasing marginal social

g e ek

23ce. Jackson, op. cit., 568+69. - a4

3
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h.l fl'u hom was masured by the curve oc. increasing as i-ports
m M vestrictions on fmports also have thefr costs, and ‘the Tower
* faperts th higher Mly the urgipﬂ mt of tmport-restriction, as
m by corve 0'0: ON, deterwined by the {ntersection of these tw
curves, is tln optimm amount of imrts. Any aount Ioss than OM would
a owtail o dditiom) excess of cosfs of inport-rodm:tion om the value of
i . the ruuction of the demage done to socfety. If the amount m Targer than
0N, ther® would be an excass of the value of the frcreased damage done to
society over the saving fn costs of tmport-reduction.? If the aduinfitrative

NG ‘ " FIGURE 1

Y
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M
. -—:\—Quantity of Imports —o—3»

~

8

i

2%, a vimflar amlysts for peilution abatencnt by ‘James £. Meade, The
Mm of Eoononic External ities {1973),

9
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process 1s costTess to reduce 1aports to o, then o 13 the optimm qrantity

_ of importss §f administrative costs are relevant, “the principle sti1 reuins

L]

l:o reduce imports to the wint where further sarginael émge reduction 13 not
worth ts costs,
The ‘nrginal socia] damage” from faports is not se‘if-defining. but 1s

33 Mrrow or bmd a3 some socfal decision cares to make 1t. This is LN
dectsfon of political economy. In the present problem, it is referred to as
"market dfsruption” ar.nd "domestic injury.” These dre dislocation costs that
are not caiculated by the market. ’ !

" In-decreasing its imports to reduce the dislocation costss howevers
a comtry alse suffers a loss of the gains from tra;ie {static efﬂ;.!ency

L,

-gains) ;nd the dynamic ga’ns of competition from imports. The loss of éhef . ' }

guins from trade and the dynamic gains from compatition are equivaient to the d /f
El

*marginal cost o” fmport restrictfon." t /

The objective, thei2fores 1s to reduce the sum of the dislocation costs /’f .
and the costs of avoiding distocatTon. s already. fndfcated In Figure 3, the !
obdective wiil be fulfilled along a scaje of Tmportation between zero restric-
tion of fmports-with-maximum disruptions and total restriction-uith-zm dis- |
ruption. . . . ' /;’

Varjous policy 1nstrunents are availalﬂe to reduce Jwpores to the optiu'l

" tevel: subsidfes, tariff quotas. tariffs, VERs , and QRS . It.Can be demon-

stnted that the hierarchy of pol{tfes 1s in the order listed, with subsidieé

the "first best” policy in the sense of entailing the Teast by-product dis- -~
26 g a

i

26eor an elaboration of the hierarchy of policies and choice of a firstrbest

optimal policy or set of policies, see W. M, Corden, Trade Policy and
Economic Welfare (1974). 28-31, -
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' . Coupled with the reduction of fmports the community mey wish to reduce
{ th sociel cost of dpltstic injury by paying compensation to those affected.
_ This.may take the form of various measures of “adjustment assistance.”

:la‘hrn's of tbo-{:ll‘a‘hnsian amalysis of accidents, the dislocation costs
are analogous to Calabresi's “primary costs.” while the costs of adjuitment
gui;‘t&u_:a are a‘nllow‘u to Calabresi’s "iecondary'cpsts."a.

Thetouatry that invokas a mrkat safeguard will élso went to minimize
the costs of administering the poiicies to rZuce the pri'u_ry costs of)'dis-
location and secondary costs of adjustmént. This © 1tuies a tertiary .
ost considaration. The policy objective for the rting country should
therefore bé to find an optimal combination of p r‘y.'secméary. and
tertiard cost ‘reductions, S ’

‘ Moregvar, there are also cbsts to the exporting country when 1ts eiports

o

W\

are restricted, Bhagwati has desonstrated that the mere possidility or threat

of protectiontst restrictions being {nvoked by the importing countries, on

grounds of market disruption, mposes a \oelfare Toss on the exporting n:m.mtry.za
The- actual invoking of the ‘t_rade restraints uov.,‘ld tnflict a welfare 1055 on the
exporting country that would exceed the expected loss from the thrast of such

an fnvotation at a future clntre.29

& L

a The “secondary accident costs® are the costs of special and economic disloc-
tions u!lich follow the fsmmediate accident. especially {if the hﬂtial cost
burd'pﬂ 15 Yeft unspread.

For an amalysis of adjustment costs (through introduction of search costs Into
the supply curves of Tabor and caum temporarily foregone income of tbe
re'!uud resocurces, dnd the possibility of displaced resources having

accept Yower #arnings when resmployed), see R. E. Baldwin, U.S. Tariff Policy:
Formition and Effects, Discussion Papers on International Trade, Foreign
Investoent and Epployment, U.S. Department of Labor, June 1976, 17-32,

28 ghagmati. "Market Disruption.,.", App. II,

+29 For an Instructive empirical demonstration of the cost of protectionism to
exporting LDCs, see R, H. Snape, "Sugar Costs of Protection and Jaxation."
Economica 36 (Febryary 1969}, 29-41: H.G. Johnson. Economic Policies
Towsrd Less Developed Countries, B7-88, 257-266.
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Bhaguat | conc‘lqdls that t should be finsncta) compensation by the
, importing coumtry's go t to the exporting country's government when the

wporting country 1s an LOC: “First, there iz a case for asking importing DCE

+ to compensate the axnorting L faced with mere threats of ltrtet-disﬂlption-

related trade rvestrafnts. The can reasoMbly be asked to "Mx“. with
congansat fon paymants, the right to ipvoka [ nrtet-disruption-untd trade
restraint on a pmﬂc}. and to forego thc\r_ight to resort to such trade
festraints on 217 products not so bought fol‘.... {2) Second, the actual inwoking
of such mtroints. by imposing a greater Toss. would equalTy call for further
r.qmmtion to n.. affected exporters. cmnsation. for potentm and actun)
aport market disruption. to the exporting couptries affected by trade vestraints
related © markat disruption :qutd be the natural consequence of our aml.’nis.“”
Undar Bhagwati's anaTysis, the importing OC wouTd in effect become an
insurer for ;he axporting LDC. But two questions remain to be answered: Why
should there be special and diffemtia! treatment for the exporting LDC? And .

¥

why 1s this policy prefermt to other possib‘le remedial poTicles?

To dnswer the latter questisns we may refer to our sarlier mlysis From
¥

. the standpoint ‘of economic efficiency, we should then ask who 15 the chupcst '

cast avoider or in the pest pdsition to make the cost-benefit analysis of whether
the penefit of reducing imports is worth the costs of the redu'cti&i'n..and who 1s-
the plrty"that can mpst cheaoly avoid the sum of dislocation costs and costs of

El

avolding dislocation. ‘
-

B1bid. s 51452,




2 suipose that the feporting country does deternine AL the distocation
b Four
Q then be veadily suppested: (1) The importing country simply =~ ' v
'q;lolu' the experting country (by protectionist restrictions) if the .
Eﬂwﬂn cowntry 13 the chiapest cost avofder. (2} Thé axporting country
" etatinues to esport bt compensates the faporting country for the dislocation
Obets facerred in excess of benefit, (3) The porting country “bribes” the
i'mﬂn mntry »ot to export it tho importing country is the cl\apest oost
}Mﬁh' (4) The importing conntr:y “enjofas® the uporter but also cwen
: Sites the exporting country for the costs itliucurs in foregoing exports.
Each- of these polfcies ‘could be designed to reach the efficfent Jevel
o'l' fuports, as defined earlier in terms of Fygure 1. But the policies wil? 4
Mve éifforent distridution effects. Under (1) and (2) the burden 15es on
" the mor*_ting'hmtry. Phagwati‘s proposal is equivalent to (4), This can
Fe Justitipd 11--as will’ generally be true--the importing country is n 2
mition to mke the cost-benefit amalysis and can more efficiently
winigite the sum of dislocation cosﬁ and costs of avgiding distocation than
can thy exporting country through YERS. -
' m raliaing question of whether therc shovld be differsntial treatment
. for tln LDC-uportnr witl be considered in the uext section on pﬂicy iwlicatiens.
1. Policy l!'lig fon . . . .t
«  When we turn to policy guidelines for the MTH, the {mmedjate fssue is
ﬂnﬂm the NTN ave only “trade negotiatioas" and not "law reform negotia-
M 3 Although trade negotiations may be the prine purpole, it is_impossible

.

.
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.
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3p. £, thadec, The GATT Leaal Systew and Mold Trade Diplomecy (1975}, 268, *

N




e e GAT m&:mu far the U.5., sectfon 121 of the Trade Act

"L ) - 1% -
to fgmere the fact, tt broader rule saking may be rmired to Support
utlm over trade barriers. The U.S. Tndo Act of 1974 glves 4
breed -um to seek revision of the GATT. including an upl fedt call
for "the revision of Article XIX of the GATT into a truly international
safoguard m which takes into account all. forms of impurt restraints
+ countries use {n response to muriws metition or threat of sur.h
cumpetition, <3 . - - oo
.+ of 1974, 1ists a of other‘nrticu r targets of “reform” in trade
. berriers. 33 The difficulties n.th such & piecamsa] renegotiation, however,
shol1d be underscored a 1s dohe by a student of the GATT Tegal system:
+ "The mata problem }dth th§ piec:m approach 1{s the question whether
* mew rules in Just a few aress will be able to stand by themselves. The
GATT’s current .legal malaise rests in large part ‘on & feeling that tne -
Mrement s it now stands pmides no overall balance of ‘legl‘l reciprotity.
The Wthting plan seeks to address the reciprocity problem by Tooking
for 'self-batancing* agreements--agreements in which each signatory
government sees anough advantige in the commitments of other signatortes
to Justify {ts own comitments, 1ndependently of what is beiny donc, or not
being dm. elsewhere...” .
It would be cncouragin; to think that théJGATT could repair its legal
fabric bit by bit. I believe that the process can work, however, only if
it achieves a critical mass--not Recessarily 3 wholesale renegotfation, but

1

Ly

enough new 12w, however many the pleces, so that defense of the new Tegal

fnvestment 15 a big enough and constant enough part of the GATT's dafly bqsljmss\

g u.s.c. 213 {4} (‘2} {(Suppi. ¥, 1375}.

3 pup. 1. 1618, para. 121, B3 Stat 1986 4dding 19 U.S.C. pare, 2131,
et abio & Afan M. Wol#f, *The U.S. Handate for Trade Negdtiations,* 16
¥irginia Journal of lntermtiom‘l Law, 505. -

- -

e
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v " ) : ’ . .
Tt change attitudes 5_‘nd working habits generally. This is to say, that there
"hg an owerall Yegal ‘spirit? to GATT affairs, and that, unless plecenesi reform
fouts that Jarger spiﬁt. 1t risks being sn'lloued up by the, prevailing anti-
L Tagel attstudis. " . S ’
Mtlmm nindfu] of this 1arger contzxtual problem of the negotia-
tﬂm. we shall concenmte on Article XIX. Further. .although the ecomist
“my sdwit to Tittle, 1 anys economic .iustification for markat safeguards:
Tt polﬂ:ical ecofomist realfzes that safeguard clauses alhy some of the
X folrs of the consequences of trade 1iberalization, and that their provision
- Ay ba necessary to facﬂitate a reduction of trade barriers more genera]ly
Granted the political mlisn of this views we should nonetheless still attempt
- to ntimlize. the use of safeguard measures and strive for the optimal inter- /

vention to achfeve even pon-economic obiectives._ Greater resort to a reformed

LY
.

. Article XIX would be an improvement over the present situation of safegua.rd
actions outside of the GATT apd the present substantive requirements of Articie '~ *
XIX. For ¢ s clear thet Article JIX 15 2t one and the same time t00 exacting
and too Yenient, 36 Specificany. it 1s too restrictive in trying to minuin‘ .
rondiscrimingtion and yet insufficiently restﬁctive in imposing too few
obligations on those who frvoke the GATT rules.37

a‘mdec. op. c¢it. 267-268:
Ber. Kravise op. cit.s 26-27.°
Wtumlir, op. cit.s 262-263.

- 3the Economist, April 5, 1975, }

[
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1
"

In this problem, however, the partfes, involved in the interaction
are in different States. A Wicksellfan rule of unanimity is therefore
mpossible for Lcollective or governmental declsion making a contractual
conception of collective action (equivalent toa \foiuntery excnange process)
1s trrelevant. In contrast, 4he "natural” tendemcy 1s for one State to-make °
4 decision that affects groups in another State--uithout benefit to the
Tatter and uitl'rout considering the costs to the latter. The hon-existence
of an appropriate international regu‘laoory mechantsm means that we cannot
expect to dchieve the optimal level of Imports, as represented In Flgure 1
adove, and with due recognition of cost minimization. as discussed fn the
preceding section. _fn 1nternationai public sector exisr.s in only riudimentary’
form=-wi thout an international Flscal authority. an international regulatory
" agency, or an internatfonal legislature. The domestic instruments that ray
_be used to deal with extemai'ities have no coun' . part fnternationally. At
best, the GATT mst‘aseume some of the functions of an fnternational public
% sector and seek a multilateral polfcy that will i:e pr_eferable to the na 1
tendency to Invoke national pl;licy. The preferred mu'ltila-teral‘policy Wiaas
however, necgssarily Involve not only the issue of economic efficfency, but
also that of distribution ahd “fairness"--whatever that might be. This
compiicates ;he problem, but is of foremost concern to the L0Cs. A market
safeguard policy is also 1kely to be 1inked with other fsspes under negotfatfon,’
‘angi this adds a further complication to the.problem. Fimally, the problenn's
highly politicized--both between domestic industry and national Jovernment
and among nations--so that the pure economic analysls must immediately

®
. become diluted (fnvigorafed?) by political factors.

133
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.In section l we Imre already considered the pr-erequisites to Article >
it action ‘and hue alluded to some weaknesses in’ these conditions: ’ .
Tt * l!n‘less an actugl 1n¢ms¢ in imports has occurred, there should

_ eomtpt of Article XX is a protective device that. if alluned. could accelerate

ggm it has Vittle Justis A~

a dncnne_ in tvade dyring recassionary periods.
- . Hcatton as evidence of "ser;ious indury." It would be desirable to remove the
relative increase concept from the interpretation of Article xix. ‘

(2) The pnreq;isite of "unforeseen developments" is too teadily taken
to simply meen m.increase fn tmports. As a causal -standard. 1t raises difficult
. problems of pruof and Judgment, “The provision canngt be analogized to the '
doctrine 6f “changed circumstances* in intéynationa} law and serves no r-eal
function. Article XIX should be hrohght into 'harmny with the domestftc version
of .the escipe clause in the U.S, Trade Act of 1974 which does not requite that
the “serfous injury” to dom;tig proda.;cers be shown to have been caused by
“unforeseen developments.”

'(3) The detemination of "serious Injury" is too of ten based on
mational political pressures instead of"economic analysis ‘Some type of
intemet!oml comafssion or panet of experts should be responstbie for-a
miw of a common accepted nationa) Pprocedure 9:1 Inquiry to determine
injury.39 Even though a nationa) authority might carry out the investi-
‘gation more effectivaly, there should be agreement that the national’body
be tndependent’ of goverrn'ent. that-all interests be given due consideration,
and that the ational procedure of inqiniraf be stmilar to that 'folloued by ) -
the 1.5, International Trade Cormissfon. In the event that the national .

-, ge— V--q“

 3Bjacksons off. cit.s 658, i
Bramitr, op! cit.s 275, :
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finding of 1niury wis not found acceptable {ntermnationally, the safeguard
1nvok1ﬂ9 country woyld then have to offer equivalent coq:msation to, or
. suffer correipnding,retalatidn by, tts trading partners.%0 1r; however,
the finding 1s accepted. then trading partners would waive their right to
compensation or.retaliation.. . ]
¢ Short of actually finding “serious 1njury.“ 3 mtiom body such
a5 the ITC could also find "moderate injury" or injury in vatious degrees
short of sgriolus. Such 3 finding might be ysed to triggerian urlr uarning
system of adjs.st&nt assistance. If, as we shall emphasize ﬁelou. adjustment
assistance po!icies must colplement the resort to market sai‘eguards. tien
the earlier is the mming systen the‘better }t is in thp sense of mii:g_h /
adjustment more effactive and mitigating the need for 1nvocation or perpetua;/

;

of the market safeguard. ' ¢ ‘ )
(4) If pations would not agree to waive tj;iir right to comns;tion or
retaliation. as proposed in (3) above, they shgtﬂd at least agree that the

1nyoking countTy should not have to offer compensation in the form of most-

/

favored-nation concessions on selected products exported by the country adverses- .

Ty affected by the invocation of Article XIX. It has been noted that when

—: the emergency action ftself must conform to the MFN rule, ‘1€ Wil) adversely
s T . . L] -
| dffect 3 pumber of exporting countries each of which may demand or withdraw

a 'ooncession on & different product. In most cases, the 1mposs1bﬂitlv f:f
reaching a mutizily satisfactory settlement on the basis of reciprocity can

be seen ex ante, and, the copntry 1n emergency will then seek some sther safequard
medsure outside of Article XIx.4!

Oremiir, op. cit., 275, ’ :
‘Dtumlir, op. cit., 275, - R
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: As ome observer lus safds "It s worth not{ng that the gominant place
i m o the NN princlple in postwar fnternational tﬂde relations tended
t ) -ﬁ then even more fragile and subject to the w:ldents of bargaining
Ih tb,y had baen before. MRN 1s in fact a mdy—nde instrument for setting
n motion a dowmrd spiral in ~the process of bargaining, once nations begin to
,ab?t an sdversary posture towards one ;nctl;tri for a dispute -bét,ue_en two
countries ‘which Teids one of them to withdraw a ‘trade concession originally-
Whde 25 part of 3 general b:lrgaln between them is almost bound to {nflict

s 1nj‘ury on the tnd=1n9‘ lnurést(s of other countrlg;g who happen to be.
exporters of the products affected. Assuming that everyone .insists on
_precise reciprocitys there 1s no end .to the serfes of consequent adlust-

ments that my have to be made,"32 , ‘

Tha mdlscrminatory bas{s of Article XIX may appear parilcuiaﬂy

{mequitable to developfng countries who are sma?l suppiiers or new entrants
but are dtn'lcd lccess to the safeduard~invoking country's market even though
the safmrd was inltlally {nyoked because of {njury from another large
developed-tountry supplier. In most cases fn which Articte LIX action has been

for {njurious fmports, but all sources suffered from the NFN provision.

For retalfatory suspensions, the only contracting party fnjured {f the
MEN clause 1s not applied fs the party invoking Article XIX. If the purpose
of retalfatidh 15 interpreted as punitive, then the MFN clauskshould be in- K
tppllcahle for retaliatory increases. Application of the HFH\c ause to re-
tal latory increases also carrfes with it the danger of chatn fons of .
fnrther tart ff fncreases by third countries, 43 e\

———
pndrew Shouﬂelg (ed.), International Economic Relatfons of the Western Sorld
1959197 (1976), 47-48.

3em, op. cit., 104-105.
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taken by GATT v_nﬁers. only a'lfmlted nunber of 1arge suppliers were. responsible
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i The principles of nost-favol:od-notim treatment and of reciprocit&r ‘
should thetefore be dccvred to be Without legitimite function in the regulltil
of emargency protoction.“ .

. (5 T uliver of the m rule and reciprocity does not »ein, honcm.
that there shoyld be no internationt.s disciplime with nespect to.the use of
Article XIX. On the contrary, ths principle of uultintmlitr might be
strengthened without a ¥FN principle "The principle of mltihteraiity
would stand for common nesponsibiiities. Joint decisions and international
Sumﬂhnu--the continuous presence of 2 concemed fom in uhicn a country
can oowldin and seek mliation for 1ts grievance against another country, or

even seek adjudication. .Experignce ..suggests that this principle is
more important than nondiscrininoti’on pure and simpleTor ensuring tiut )
mergency protection uiil be Yimited to m‘! awérgencies. where there would be
a right to protect and M0 need to cowensate. and that the protective msasures
will be mntua‘lly Yifted. The P tic course would be to seek ways to
compromise with the NN principle Without sacrificing ﬁuTtilotmlitﬁ."‘i,

(ol. 'Lne provision that under Articie XIX a conccssion may be suspended,

"

withdrawn, or modified "to the extent and for such tim:s my be necessary to
prevent or remedy” the injury resuiting. from the-contession has allowed the
inwoking country to make anergency protection "in essence pemnent. A uorﬁ‘in!
party 1ong ago stated that "action under ArticTe XIX is essentia,'liy of an
emergency character and shoutd be of limited duration... A government takim

Hsee also the silni‘lar. though more quasiified position of Tumlir, op. cit,,
264-265; Shonfield, op. cit., 222-225,

45Tumiir, op. cit., 266. C.

t
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uﬂn‘llcr et Amm should keep'the position under review and be mpmc

h reconsider the ntm 45 s00n as this section is o lom necessiry to

mt or ramady 4 3eviout fnjury. w46

[0 Meet of the tartff incredtes made undar Articie XIX have not, however, -

EM sescinded, Reform of this articlt should therefore also involve some '
ulm aml a mduq{', giving other comtries an effective assurance of
a mimﬂy Mﬂl access to the protccted market and of a foresemabls

'J reoval of the mariet sefeguerd, This Is especially 1-portant for 10Cs that
m mrinc pew 2xport markets. To this end, the right to fnvoke the .
Miclc night be conditioned by nquirmts that {a} the protection affordecl .

= cb: he. ufonurd snisure be dogmsive over a~certain number oF years, and
~ thewinel within some designated time perfods (b) the invoking country s

) oh‘lislm to promote adfustments that will reduce the dislocation cosis: and

) ;(c} the use-of the safeguard measures and the adjustment ‘efforts must be
7

R L

_open to Wltilatera) surveiilance.?
- If.the situation of “serfous infury® is to be ameliorated, and dis-
l§c’ation costs r_oduced. governments tust give special attention to adjustnnt
poticies. Otherwise industries that prefer protection‘to adjustment will

&ontinue the pus;uu‘ for retention of the market safeguard.

‘ndnnced countries, adjustment assistance
_ruption need to be considersd as complementary and not as substitute policles.
Adjustment assisunci s designed to ncrease the spesd with which change can
bg absorbed and ilige;ted; safeguards against market disruption are designed

safeguands against market dis-

" -

* #8ne Contracting Parties to the GATT, Report oh the Withdrawal by the
“inited States of a Tariff ession under Artjcla® Xl oF the GATT (1951),

- #7¢t, Tamlir, op. cit., 269,
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It l'us‘t be eqlhlsiied. a5 Johnson hal:_.tﬁt *frow, the. standpoint of the
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t0 slow down the Speed of the change that has to be absorbed and digested.
Dot imm policy with respect to change associated with shifﬂng couparative
advantage in mponse to the developlent and diffusion of techmlogy requires
Joint optimization with respect to both types of policy. pat prior choice of
one 1ine or other of policy and subsequent optiuization uith msﬁct to it
#lone. Bolh policies 2150 require drawing a fine l‘ne bet\vun optimal pncing
of change and pmtectionist resistance to change. a Yine which is probably
signiticantly sasfer toadrau and maintain uhere the two policies are considemd’
Jointly than when the ol welght of reSponsibﬂity for coritroll‘lng the rate

vof change.and absorption of it {5 placed on one type o,f po‘licy only. LN

The adjustment assistance must ensure adjustment out of the ndustry
]
that s Tosing 1ts comparative advantage: 1t cannat merely perpetuate the

retention of inefficient resources In the depressed {ndustry. - It must efther

Rromote measures to increa:Se productivity or stimulat'e an exodus of factors

. from the industry. Ho matter what their particular form adjustment measures

must avold trade-dist'orting effects: an fnefficient adjustment-assistance

. measure has_no more merit than does an inefficient VER or tariff or (R.

Mot only should assistance facilitate the conversion of resources to
higher productivity uses, but it should do 50 as eﬁrly as possible. InStead
of+delaying an investig;tion and an adjusmerit assfistance program unti)
“serious injury® has been deteminet;. it my be more Sensible to shift to an
'e_arly warning' approach that makes 1t pos_sible both to anticipate probable
difficulties and to deal with these at an earlier Stage. In essmce.mthe
probiem {5 to devise an anticipatory, Fﬂﬁhensi\e approach that uﬂ'_f' be

!

48y, . Johnson, “Techno'logical Change and Comparative Advantage: An Advanced
Country's Viewpoint,” 9 Journal of World Trade Law 13, )
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;i-m- WIth the chimgig character of the internations] division of labor
Sﬁ factittate tln wovement rmmcu in the diroctiou of more efficient
Eﬁu’m‘lm1 resowrce allocatiun. This prablem of dislocation will becone
A t shorter--as technology {§ diffused
E‘t‘\"ﬂl‘y.to the LDCs, trlnsnltionll corpordtions expand, the developing
comtries atcolarate their 1Mustrinliution process. and these countries
" sceuire ] wider wntivo adnntage in the well-standardized, labor-intensive:
Mtwim industries that will become Increasingly colgpetitive with the
© 9lder lolm‘bintmiu. fsportesensitive industries of the more deveIOpeé
mtriu." o . "
The 1ncmt1m for adfustment assistance will be more effective, §f
: M p mvisim for reu'lution or additionel and proportionately larger
ms}ons after cemin time periods {f the safeguards are not removed or
reduced; 1T the protoction is sharply degressive over a fairly short periods
f countries would agree to use production subsidies rather than tarsffs or
quotas for protectiom and 1f persuasive lnethods of mltilateral surveillance
can beinstituted, “ ; ]
(7\_‘ Procedural srrangements are as important as substantive rules.
The objective should be to g‘stabhsh meaningful standards that are formed by
'a',nttioml determination process bound by the observance of certain comon,
internationally accepted principles. Two necessary principles should be
aphasized: -(1) that the determination of conditions on which the executive fs
called to take action be ent;usted to3a statutory body whose term of office

490, G. M. Mefer. Froblems of Trade Poiicy, {1973), 170-178.
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$hould not be’coaxtensive with that of the executive, and ({1) thit, aft
a pnlininll‘y‘ tnvest igation by Its own Spectalized personnel, this bodv .
hold public hnﬁnss tn which a1l faterested parties, tncluding the foreign

. tires, could be rmscnttd and not only present thefr vieus but} 50 cross-

‘s been placed on the complainent against the Suspension of a concesston,

exanine: ‘each other within an adversary procedure. 50
It would seem logica‘l that the fnvoking party should be mul
formard with the burden of prodf‘of “serfous injury.* In pricticg.

the inyoking party has had easy access to Article XIX, and the burden of p

» - ¥ .
In the U.S, withdrawal case (Hatters® Fur case), for examplé, the working party
held that the invoking party (U.5.) was “entitled to the benefit of any redson-
able doubt" and that the complatnant (Czechoslovakia) “has fafled to establish

) thpt »o serdous Tnjury has been sustained or threatened, "5l This has made it

—

difflcult to majntatn the substantive requirunents with respect to causatton
of "infury® and it has made access to Article XIX freer than it should be.

. This prccedural rule shoula be ravised,

Procedures to establish m‘ltllatem surveillance must also be fntro-
duced. In the majority of cases. there hes been no prior cansultation before
/1nvocation of Article XIX. And fn the future, in conformity ui‘th the po'ficy
guidel fnes outlined above, vhers will have to be procedures for multilateral
survei 1Tance of the impact of safequards and the adjustment policies.

Finally, 1% should be & prime objective of the MTN to bring existing
i11ega] restrictions fnto conformity with the revised rules, and to ensure 1
that in the future resort to market safeguards will be within the internatiorally .
accepted principlies of the JATT.

50Tumiir, op. cit., 275.

51Hatters' fur Case, supn note 7 at 23 See d1so. Dam, op. cit., 102-103;
Jackson, op. cit., 562-553.
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ummt " zn mgutieting pfoms miy :be to achieve this objective.
uhu-mfmmmmtsofmsmmi-mw Code and
.“h Intermationa? Textiles &ruull-lt.sz Meny of the procedural principles
™ iy -the simetortes to the Ant)-Dimping Code Ridid. also be appropriste
E.‘M uﬂnﬁ pncudim. The Intérnations] Textiles Arrangement is aTso ’
| toatrective in its pmisions for 3 sore explicit definition of market ,
daruption bated on the existence of sgﬂous damage and the assessment of
cortain factors; the phasing out or bringing into conformity with the ITA
- provistons the existing bilatera] restraint agreements or unilatera” .|uantil-\l
] tativermtrictions; recognition of the need for preferential t:mbnent 1n respect -
‘ o disruptive imports from developing countries in terss of more Tavorable
se levels and growth rates, special consideration for imports of cotton
” taxtiles, and exclutiop from restraints of handioom and traditional handicraft
uztﬂes. an annual ainfmum growth, factor in restraint levels: and the creation
Of tbe Tutilts SurveiTlance Body to supervise implementation of the accord
and to make vecomendations on the admissibility of restrictions imposed.53
{8 It wuld also ba_desirable if the MTN could adopt a comprehensive
i of safm.ms ad focus on all measures instead of only Article 1.
It 1s assentia) that safequard measures be bropght under the multilateral
surveillance of the GATT 1n order to reverse the recent proliferation of VERS

”%ug on the Implementation of Article ¥1 of the GATT, For reports of .
Committee on AntT-Dumping Practices, see-BiSD 17, 18, 19 and 20th
S?lﬂnts Arrangement Refiarding International Tnge in Tgxtiles. GATT/

- S3or the view thet the ITA 15 a striking innovation In the field of inbort
sifeguirds and clearly progides a model for the safequard arrangements that

my come out of the MTH, see A. J. Sarna, “Safeguards Adainst Harket Disruption--
'lhe Canadfan 'Hem" 10 Journal of World Trade taw, 359-360, 369-37D
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R and ORs,  As the 0ECD's qu Repott con~ludeds the VERs are "E?ten‘of .
" discriminatory nature” and are an 3 vate way of dealing with difficul-
ties in ;urticular sectors. The Report.recommended that they should be
©0 7L repluced by iaproved safegusrds operated i thin n agreed moltilateral
framework. The existing situation.is unsntisfuctory since 1t is “chirac-
Jterized by an absence of international discipline. leaving countries free
to introduce t wide variety of safeguard measures. S '
From the viewpoint of the future {nterests of LOCs. 1t is equcia‘ly
" important "that there be an effort to multilateralize and control the process
whereby VERs are imposed. For, Just as originally with textiles, there is -
considerable potentithor market pene!:ration by. LOCs in other manufactured and
. semi-manufactired commodities. -
{8) This last consideration -Brings us to-the question 1mlicit through=
out this papers and that should no;f be examined directly: 1is there a case for
specitl and differentfal tmtnent for LBCs 1n the application of market safe- .
quards? While advocating fimancial compensation only fsr LDCs» Bhagwati 3
devotes only one short paragraph in justification of such differential treat-
ment. He merely states that “They {LOCs ) are, after all, the countries which
have been seriously affected by the textiles restrictions nn‘d by VERs ...
Further. thore 1s19r~eater willingness, as part of the new International ecomn.i‘cu ’
order. to grant LDCs reasonable accommodation yia framing new rutes reglrdjnsl.
| thelr trade. Morsover, the flow of funds to be s0 generated are Far more Mkely
“to be significant. relative to their needs. fqi- LDCs than for DCS. Finally.
discrimintto"y adjustment of trade rules, in favor of LOCs, 1s uell embedded

n GATT veforms as 1n the enactment of Article XXIII for them at t‘.‘:\‘l’l’."ss

Y

. -

S4oeco, mm*umﬂmmm.mﬁmumm. Report
by the High Leval Group on Trade and Related Problems {1972}, 82. ‘See also .
- Curzony op. cit., 274.278. | , .o i
SSBhagwati, “Market Disruption.. " ‘003,
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Right we ot say more? ,,fr'a- a sense of distribu"tu Justice or redis-

trisutive Justice, one sight meintain that the pobrer party should not be
ande 0 stand 2 Toss which the richer party could stand better. Indeed, it

'ht Soon submitted that “the {dea of null_as & basis for entitlement”. is *the

contral feature of the mtmrlr.v intmtiwn law of deu‘lomt " When
- nﬂoct on it, it may seem oxtr»mmry how we have come to lccqpt 1t and

_m fnr-mchiﬂl dts fmplications may extend. Can we reconcile. nud s basis

. of eatitlement uith oum- fuuda-ental legal principles such 85 equality amng

statas or thyir ummm rigllts? How can need fit into the still Prevailing
wﬁuption of a world m-l:ct economy baswd on principles Mr.tiu nduntage
ln‘ Mn-discriu‘lnltor; trade? We have 1n fact alveady ex.,erienced the onnflicts
and dilessmss whioh these- -general questians suggest. It {5 clear er.ough that 1n '
troating need a5 a basis of entitlement sutes have to diurge from other
pfinciplu. And to & considerabis extent, tlnt 1s exactly, what 1s being done.
The present rationale for §nternational 3ssistance and Prererential trea
on the basis of need {s wore in keeping sith the pruuises of the modern sgl-
habstatc--that 15, to Provide for the minimal human needs of the most dis-
adiintaged segments of society. For this reason, it does not seen 50 utopian

. OF So revolutionary s the abstract formulation ia:( siggest. Yet we should mot

underestimete 1ts impact % international affafrs.*58

Although most jntgmtioml tawyers would consider it too rew'lutic‘mry to
uphold a &ctri‘ne that “needs are rights", many might ponetheless recognize
the inappropriatensss of formal equal\ty and reciProcity as governing princip]es
of the relations between DCs and LDCs on the basis of an attempt to counter-
batance existing inequatities. This princiPle has been varfously termed the
" . “
S6ngcar Schachter, "The Evolving lnternatiom Law of nmlop-ent.' 15

Columbia Journal of Transnational I.a_w_. 9.
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. “wel fary” Mnciplc."'? the principle ofl“‘th‘e double standal‘d-"ss or the
peincinie of "capadility. t - -
' Or ond may admit to~thc raality of d;scrinimtlon. and }ecognize special
trestamt for the LDCs on the basts that Taw most accurately reflect community
o @htions. rather than consist of o mere statement of often unhetded rules.
ﬂ!o traditional rules then 10 longer represent an accurate statement of Taw. 80-
"¢ Another resson for special and differential treatment for LOCs is that
in return for,iwroml'ncctss for thelr exports in advanced country magkets,
the LOCs might commit themselves to refraln from organizing commodity markets
with price-raising objectives and might guarantee st.b‘lel suppiles of primery
. © commodities. Both LDCs and iJCs my gains in the negotiating process, 1f tha
« 1ssue-of market access for LDCs were 1inked With \uje 1ssue of supply access to

prisery comodities for 0Cs.50 This Tinkage 1s iaplied in the negotiating

W“‘ stated in the Trade Act of 1974.62'
™e 1wln£éhtion of special and differential treatment for LDCs with

vespect to market safeguards can be accomplished in several whys. First, if
r )

5%ernard V. foling, Internations] taw in an ExPanded World (1960)s 83ff.

58, . .
. A. Fatouros, *International Law and the Third World.” 50 ¥irginia law
9 Review, 782.823, at S (1 9643

5’1-! D. Laweil, *The Relevance of Intermatioral Law to the Davelopment Process."
“ 60 American Society of Intermational Law Proceedings 3-8, at 4-8 {1966).

60y res S. NcDougal, "Some Basic Theoretical Concepts about Intermational Law;

A Policy-Oriented Framework of Inguiry.” Jourpat of Conflict Resolution *
(1960}, 327, v ;

ﬂSn Robert N, Sterms "The Accommodation of lnterests Between Developed and
. Yeveloping Countries.” 10 Journal of MWorld Trade law, 417-419,

“?Sn Trade Act of 1974, sec. 108, stc. 121{a)2, and sec. 121(a} 7.
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" ﬁtﬁl clause {s removed, the invocation of Article XIX need not penalize
‘M‘Iw‘lu countries not responsible for the cause of the action in the same
::W &s‘t!n offending country which might be 2 developed country. When the

h -jm' disruption is caused by an LDC, it may claim differential treatment. A
* UATT Cowmittee o Trade and Development proposed in a 1972 report that, in

" the liﬂt&f Part IV and especially Article XXXVII, iu;ports from developing

tountries should be exempted when escape clause action permitted by Article
" 683 .

L1

) l!l wis taken.
Aternatively, more fawrab‘le treatment can be given to LDCs by cons
" sidering, as is done “in the Te tile Arrangeneljt. the Interests of the exportinlg
“éountry, espectally fn regard to its stage of development, in questions of
t disruption. Bhlgmti‘%sal for financlal compensation is the ext;’gln N
'nrsion of favorable tmtmnt. It is {unfortunately) unrealistic to believe
that 1t would be adopted in the MTN,
It s of interest that as early as 1961 an Uruguay-Brazil Plan would
Ilt;te_‘p'ro?ided Locs financial :ompensatit_m for violations. of the General Agregner;t
™ mg.“ Many objections, however, were lodged against this financial,
1iability proposel. A repoyt of the Ad Hoc Committee on Legal Amendrents
- 'statod tliat. the financial compensation _plan was not only “an eptirely new concept,” s
" But wes also subject to the practical objections: "that it would be Tapossible
to gva‘iuate'}the loss incurred by a contracting party in its export opport:mities'
in money terms or to work out an appropriate level of financial compensation
in each cases that although a country might be affluent and capab¥e of making
; cash)wnts. any requirement on it to assume such an obligation would seem to

~

535150 las.lse {garas. 19-20 of Document L/3625. See also, BISD 19th Suppl.
(March 19

GAsee Report of the Ad Hoc Growp on Legal Amendnents to the General Adreement,
. veprinted in "Expansion of Trade of the Developing Countries.! Decezber 1966
(Mimeograptied Document) 112. N9,

L]
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require more duthﬁnit&' ‘than a mere finding by a |':iane'l of experts: that eyven

if ihe assessment question cousa be solved, the problem of enforcfng the

" payments of such an assessment would remain; that it was inconceivable that

natioDal legisia.t,ures would be wiliing to vote budgetary provisions for this

- purpose; that it was ynreasonable to expect that a sovereign coumtry would

agree o be fined for its action: that it was difficult to see how a fine could
be imposed on 'mutually satisfactory terms' and that the most effective redress
might be the removal of the measure complained of rather thlan some form of
colpen*ation.b"ss
In the present state of world organi.za%i(m. it is probably even less.:
realistic than it was in 19671 to beifeve that nations would submit to ‘
financial 1iability by the judgment of an international dispute-settiement
tribynal based on ar adjudicatory approach to safeguard measures. .
Short of this, however. countries might still give differef;tia'l treat-
ment to LDCs quin.tm restrictions they adopt. Thus, in order not to penai'lze ’
“the conq;etitively weak and struggling developing countries,” Tumlir has
proposed that "it would be both equitable and efficient \ﬂth respect to the
purpose of the safeguard clayse if it contained @ 9general exemption. providing
that efiergency protection measures wouyld not be applied y:o imports from
countries whose 2xport of the product in question teuards the country invoking
the ¢clayse has been growing--for a giwm numher of recent years--at lass than
the average rate of grpwth of total imports of the preduct causing disruption.

To take the interest of new exporters into account, the éxemption coyld perhaps '
. A

65154d., 115, See also, Dams Op. cit., 368-369.
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w; -contain L additional critorion. according to which the .clause. cou‘ld be

1M¢g anly against eountries whose export of the product in question

C\mrds country inmking the clause exceeded a certaln absolute amount
6
»

b

n vo‘lm or \alue, .
If a country {nvokes Article XIX and limits trade over a certain period
by a quoth or tariff quota, 1t might sti)) favor Locm_&roviding a more
favorable scale. Instead of every country expanding exports to the importing
oquntry by 5% per annums for example, the rate should be graduated according
t0 warket penetration. Thuss an LOC could be granted undimited expansion
.. as Jong as it has less than 1% of the market. The growth rate migl;t then
be made to dec'li;te toward, say., 5% as‘ the sharo: of the market rose to, say,
5%, Further, each LDC might be allowed to Increase 1ts exports to each O
> by a miniaum percentage {s)y, 105} even thouwgh the share-of-market formulation
w-ou'ld call for a slow;r rate of export 91"0\1‘“1.67 )
There are other Ways that the LOCs can be favored beyond a reformed
Artic!; XIX. AN preference-glving countries now combine their preference
systemec with some safeguard mechanism elther taking the form of Hmitation
form‘las (EEC, U.S., and Japan} or the form of escape clause measures. These

Yimitations might be relaxed. If Article XIX were revised in conformity with

S6rumir, op. cit., 268.

57?:& H. Glersch {ed.), The Internationa] Dlvision of Labor, (1975), 145-
* ' AN

.




the preceding sugoestions, there would be 1ess need to declare products |
ineligible for preferences and & offferent basts for {nvoking lmitations
on prefartnce-receiving v:t:m_m:r'ies.‘;8 ' )

The tariff provisions for offshore assembly, such a; in the U.S. tariff
~ {¢ems 808,30 And 807.00, also favor im|-:orts from the LOCs. The wider the use
of tariffs that are Jeyied Only on the foreign value-added or assembly cost,
the more will it favor the importation of semf-manufactures and manufactures

from LOCs. 59 _
lhrke!: access for tl;e LDCs can also be extended by reducing the degree
of escalacion in tarfff rates in the styucture of tariff differentials so
that the LDCs might realize more of 3 competitive advantage in the protessing
of their primary products. The effective rates'of protection are especially
high on many products that are of potential export significance to the L0Cs.
Finally, we are left with the uftimate question of what should be the
Jis(pdte-semm.mcmism that wil) in the last resort act to define and
delimit the scope of all the substantive provisions for market safeguayds. -
Article XXII1 has been the key pﬁwision for dispute-settlement. Whether '
this Ai-ticl_e should be revised 15 not, however, a question paculfiar to the
problem of market safeguards, but is common to all disputes under the General

Agreement. We have, however, attempted to furnish an analytical framework

63l’he U.S. Trade Act removes preferences whenever the beneficiary country
has supplied 50 percent by value or more than $25 million of the particular .

item during any calendar year. In addition, a dmfs“c industry can seek
afd under the escape clause provision (section 201} of the Trade Act. For
GSP el{gibility, see the Federal Register, October 28, 1975,

695es . M. Fingers "Tariff Provisions for Offshore Assembly and the Exports -
of Developing Countries,* Economic Journal (Jume 1975}, 355-371. . -

+




- 151 -

and potential standavrds that might be useful ir; devising administrable rvles

that will allow rezsonable use of Article XIX while protecting LOCs against
|—_thelr excessive use. This may contribute to the general oblective of depoliticizing
issucs'of trade policy as much as practicable by lega_ll:.r prescribed procedures

that estadlish obligations for intermnational economic conduct.

“ 1
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A Comment On Gerdld M. Meler's
“The Safeguard Megotiations And The Devel_oning'-&mries“ -

Trving B. Krawis -

university of Pennsylvania

As’is clear fn‘u Prafessor Mejer's comprehensive reyiew, thers are
two broad categories of approaches that can be followsd to favor the .
Interests of develop.ing countries In connection with the use of_ safeguai»d
clauses !w the U.S. and other developed countries. Ome is to design broad
arrangendnts that discourage or linit the application of safeguard clauses
by the deveioped countries altogether.‘ The other is to provide for the
sdministration of the safeguards, once invoked, In ways that favor the
developing countries. One may hazard the quess that potent'ial trade gains
for the.developing oountr‘les from minimizing the use of safeguards are gmter
than those from a. differentia1 administration of safeguards.

. The facts of 1ife are that 411 countries, developing and developed
countries, put their domestic interests ahead of any 1. tarnational commltments
or international obligations with respect to trade. The problem is not there-
fore to find ways to draft th;a clauses so 35 tO restrict the field of their
application. That would be easy to do through means such as the establish.nen_t T
of more specific criteria for Invocation.and the pn;visfon of mi t‘i‘lgtera“l |

This path should be followed s far as mutries@
prove willing to go down it, but sight should not be lost of the fact that
safeguand clauses fuifi11 a basic function in encourag!ng;ountries to enter

into trade commitments which they otherw{se would eschew. When #£ turns out

4
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that a country has unglerqa'tluted the need for escape clauses, 1t will violate

1t3 Yaternations) obllgitiqns i an Important enough domestic interest is
tnvolved. In the BATT contexts the United States Ttself set the pattern when

1t bagan !iohtlng -fhe olﬁlgatlor:s alwast before the Jnk #rom the signatures

to the agreemant wes dry by 1aposing restrictions on dairy products in the

early postwar years, OF courses countries will not generally sign economic

At

., bgrowmgnts which they know in “advance they will have to violate, and given

the general ptlority of domestic interests much progress towards more restrictive
oschpe Clauses seems doubtful .

. The hope of minimizing developed country use of escape clauses les
In seeking circumstances in which the countries will.be less tempted to
use them, One vital factor is the buoyancy -of the economy. The lack of
hoyancy in the American ecoromy and in the trade sector led to the drastlc-

" changes In cnrrenqy‘erranmnts 9N, In an expanding economy, it is

sasfer for Fivms and workers to find alternative products apnd employments:
and laport restriction is less llke]y to be viewed as an essential solution
to competitive difficulties. Economic expansion was, for examples a key
ingredient in the ;:élativeiy painless elimination of trade barrfers dmong
the six original Comnon Market countries fn less than 3 decade. OF courses
the prescription o‘f a buoyant ecopotty Is Vike an Infinction to virfue;
prospef’ous economic conditions are to I;e desired on much broader Jrounds than

t_r';‘de policies. 'Nevertheless. 1t 1s worth resftindlng ourselves of the connection

because’ 1t seems unlikely that any trade ar}angements w11 Yong withstand
depréssed economlc conditions In major Industrial countries. The fact that

-
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‘ swings in the trade balance can be large in their short run exparsiona.ry or
mtnctioul;y tmpact 1s more Jkely to invite efforts to éontro! the balance
{f the economy is 1n the doldrums and in need of stimulation.

- A more trade oriented consideration affecting a developed country's )

“tendency to_invoke escape clauses resides in the perception in the counfry
of the costs of escape action. The main practical limit on each country's
use of safeguard ‘clauses to protect particular domestic Interests is the
realization that other domestic interests will be adversely affected
immediately through retaliation or less directly through the stimilus
a more general use of gscaPe clauses by other countries. The main path to
inhibiting the use of safequards 15 to raise the perception of thesg costs
in .ich developed country. More stress should be placed by the U; ‘
authorities on the ‘;bal;nce of benefits® principle of GATT in domestic
discussions of commercial policy so that 1t 15 more widely appreciated that
Jobs saved by import restriction are very 1ikefy to be lost elsewhere 1n the
systen’.‘ The provisions of GATT 1tself should be studied to determine

* whether there a;-e changes that wuld Increase the costs of escape action and

the public perception of those costs that developed countries would be willing
to actept. One suggestion along these 1ines 1s made below In connection with
" import quotas.
BeEe_luving this subject of the general inpact of safeguard clause;.
it may pe borth commenting on Professor Meler's 1ateresting idea of batancing
the marginal soclal cost of import restriction against the marginal sgciat.

-~

l .

For the IL.5.s recent swings in the trade balance have been large relative to
the stimyfatory package proposed by the Carter Administratjon. On Census
definitions, the commodity trade balance shifted from -$1.7 bi)lions in 1974 to
£311.5 piitions 1n 1975. In national accounts terms, net exports of goods and
services vose from +77.2 b1lions 151 1974 to +320.5 billions In 175, (m
of Current Business, Lscember 1976.

}
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damge caused by imports, From the standpoint of general equilibrium.
mtrLctions on impdrts to allow for external diseconomies (costs of dislocation}
muld create new distortions unless covresponding talancing was made of costs
and bemefits associated with ecopomic changes stemming from other sources
(technotogy, tastes, etc.). ‘ ‘~_

. The other approach to furthering the interests of developing coun‘tries
in connection with sefeguard clapses turns on the administration of the |
clauses in ways that discriminate in favor of the developing countries, \
Perhaps the one with most practical promise relates to the' administration ‘
of import quotas. one of the most common devices used when safeguard clau'ses
are applied. The “swgestion is that developing countries be given more generous
quotas than the deveioped countries, When, as is often the case, the jmport quot?
provide for gradual expansion through time, there may be greater opportun'lt.y '
to favar the developing countries without inpinging upon trade volumes that

developed suppliers already enjoy.

There are, however, tm‘min oblections to a differential administration
of quotas in favor of developing countries. For one, efficiency criteria
are not satisfied. Access to the protected market is by adninistrative fiat
rather than on the basis of price and costs. False encouragement may be
given to an expansion of production in a quota receiving developing country
that could not bé systained in the event of removal of quotas., Secondly,
the search for equity among various developing countries leads to conplexl'
arrangements in t.he administration of the quotas, as s illustrated by the

recommendations of Murray and ¥alter in the paper prepared for this conference.
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These considetations Tead “the suggestion that the quotas ought to

be au:t.ionad oOff, with the proceeds put in a mult J:lat:erally a inistered {remi
{3 aid fund, There has been mrkab?y 1ittle attaﬂtion paid in d'lscu;siul!
of emrcial ?olicy 4n ganarﬂ and nfeguards in particuiar, to ?e mnopolx

’ pnﬂts 1nwlved in quotas. The-profits arise.(gf course, because those who
fara tvarded the right to share in the restriched volume of sales of the )
. safequarding country are able to capture the dif favenca between t.he wortd

price and ‘the cotmtry ‘s protected dmnestic price. Imthe case of the so-ca]li
"voluntary” export restraints, the*govemment of che impacted exporters ié
allowed to distribute ‘the quotas and the monopoly pmfits to its exporters.
This, incidentally, {s a fon/of bribe to exporters, a topic which finds .
1ts’ place in Professor Heier's paper. Hurray and Walter report that activa
markets for “export l\r-nses have sanetines appeared In several Asfan

.

countries in connection with-exports to me U.S. ugder the Tong-term textile
agmt. d

Auctioning off quotas has the fonmdng advantages over distributing
them 1n some differential uay that favors developing countries:
' 1. The expansion of pr'oductinn in developing countr-ies uould not be
distorted by the chang‘lng safeguard actions of 43“81‘39@“0"““1\‘-50

2. 'l'he aid equivalent of the,pmfi}s from the differentfal aliocation.
of quotas could be dirested to countries and purposes in a more rattonal way
than 1f distribufgd in the accidental way incident to quota allocations by

-developed countries.
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3. The ravenues produced by the auction of quotas would lnak; explicit,
in the quota-impbsing '::oungrx. at least one pa;-t of the cost of restriction,
and thereby strengthen the hands of: those opposing restrict:lon.

' 4, Aministrative problems are minimized. Not only is there no need
to seek equitable arrangements for the aliocatfon of the guotas but rules of
origin' {to prevent transhipments through favored developing countries) become

,u;mecessary. ‘ )
The auctfon fdea can be embroidered 50 as to favor bids by producers
.in developing countries if it is thought that the ir lack of experience in
". such matters would place them at a competitive disadvantage, but traveling
very far along this read reintr:oﬂuces the admintstrative problems referred
to above.” It would probably be preferable for some international body to
provide technical assistance to dw#loping countries .in the biddin§ process.

From an economic standpoint.‘the auction approach has strong and even
coapellir;g advantages over the administrative dis:ribution of quotas._ These
"sdvantages are the greater the longer the prospective duration of the restrictions.

* 1t is true that only temporary derogations in the form of QRS are contenplated
in many contexts, but as a practical matter they are ikely to have a greater
lo}!gevity in developed country industries troubled by long~run employment
problems V1ike textiles. In these instances. greater weight Has to be placgd\
on the ratfonal location of production. even as amoung different developing
countries, and the auction system holds greater promise on this scare. The
fdea ftself, auctioning quotas, has h.een around a lol\g' time. It should be
taken out, dusted of f and examined in the context of current commercial policy.
particularly in the 1ight of_the interest in favoring developing countries,

- v}
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" " A Comment on Gerald M. Mefer's
“The Safeguard uegothtions And The Developing Countries”

Lawrence B. Krause - -
Brookings Institution

Serald Meier has written a very curious paper.  In succession he has
donned the hat ‘Of » Tawyer, theoretical welfare economist and 3 polftical
mnoai_st {when he is at his best). Unfortunately, he did not attempt the
role of a political scientist. If he had, he might have avoided the error
of extreme nafvete. 1 refer to page 135 with respect to revising GATY
Article XIx uhere Mefer advodtes that *Some type of international commission
or panel of_;xperts should be responsible for a veview of 3 comson accepted
national m?ce'dure of Inquiry to determine Injury.” Without stating who
would appoint and thereby contrpl the experts, the suggestion 1S worse
than vacuous, it 1s dangerous. .As we become more aware (to our‘son"m)
that corruption Is more the rule than the exception in dealings between '

" individuals within governments and outsiders in many parts of the world,

we wist reéognize that no honest person would accept appointment to Such
a panet nor stay honest if appointed. _

Before discussing the substance In the paper, I would 1ike to point
o:;t what I consider to be a serfous error of omission, Meie. chase not
to discuss the issues raised by the GSP with respect to safeguards and
market disruptions. Since Imports covered by the GSP a.re‘mst Hkely |
to be the ones causing Injury and market disruption and since safeguards
designad to deal with the problem must be spectal and differential toward

developing countries, the exclusion is very unfortunate.
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m firat question I wuld 1ike to raise concerns the serlousness of
uem'ﬂm actions taken by countries under: national law and then justi-
i *ohr Articla Xix of the SATT. Meler notes that the article has _
{bown invoked 58 times during 1942.70, mainly after 1960 (42 cases). What
sos me 13 how few cases there are given the thousands of tariff
sions noooth;od under GATY.. Even though the rescinding of con-
have been permanent rather than tesporary, the record 1S remariabty
good. LG uport% say have been involved in a disproportionate number of
cases 25 estimated by Bhagwatl, but the trade restraints are trivial as
tonpared ‘fo the restrictions not under Article XIX such 8s the international
teatile agreement. Article XiX cases are minor problems in world trade and
.should be treated accordingly. .

Secondly, Meler quotes k. £. hudec, I think approvingly, to the effect
that 2 Tegal spirit to GATT affairs’is desirable and that the anti-Yega)
attitudes thet have devaloped should be reversed. To this end, Mefer
recommends » revision of Article XIX. With re_sbect t0 GATT legalisms, 1
could not disagree m;-e. GATT legalisms can pI.;SI'I countries into taking
inefficient economic measures when more efficient ones are possible, r_equire -
endlass legal efforts to create distinctions where none e:éist.. and are the
uttimate victory of form over substince. If someone were to cal) me 3 GATT
Tawyer, 1 would take him to court for siander. The GATT 1s a political
document stating intentions and setting up procedures and should not be

. considered a legal contract establishing property rights. When a country .
finds that it has an overwhelming need to vestrain trade, whether it be for
a single product or more generaliy, then 1t will go.ahead regardless of
legalisms. International recriminations based on narrow 1egalismswill only

—, |
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overload & country's potitics and embitter international relations. It is
much battar to face slmlq situations with political realism and uith NexibN ity
20 25 1o sunort responsible elmments within the offending country so as to '
mininize the dimge to world trade. The role of GATT agreements should be to
r_liu national thresholds so t!nt fow problems qu;ny 1 ove;'ﬂleluingly
meedy. This will occur o the extent that GATT councdls are recognized as
forums for mult{national discussion and negotiations and not a coirt of law,
‘Meler concludés his amalysis of AFtiCle XIX by recomending that it be
revised. While I would not object to some revisions 1 would not assign a
high priority to it and I certainly would not endorse most of Mefer's specific
suggestions. Meier suggests that the definition of Injury should be clarified -
so that it pot apply when iﬁ:orts rise only relatiye to domestic production and
mot absolﬁu?g. In my view. the definition of injury should r;min fuzzy. .
Clarity can strengthen the hands of protectionist e1ements within countries

.and remove necessary flexibiiity within GATT deliberations. Meler 2150 sugpests

that the unToreseendevelopments™ requirement for Tnfury be removed since it
has na operative meaning, While cbviously a triv{a] issue. I would come doun

-"‘-""pn the side of leaving it in. The "unforeseendeve‘lopunts" clause does not

stand 1n the way of countries doing what they must and it does Imply that it ‘
wouid be pad form, for a country to offer 2 tariff concession with the intention

of withdrawing 1t via Article XIX. The most fundamental and most undesirable
suggestion made by Heier would be a weakening of WN requirements when conCeSsjom

Are withdrawn. The MFN principle is not only worth saving. 1t should be
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strengthened by revising some of the erosion that has taken place in recent
years. Where MFN s disregardeds trade policy is used as a menipulative tool

of foreign po'riox‘!:o the detriment of efficient conmerce. The return to )
prewar selectivity and discrimination will orly make trade relations worse.
The apparent ﬁsensdbleness‘ of trying to protecl': LBC exports that are innocent
bystanders uh;n one developed country finds injury from imp(.)rts from another
developed -ountry overlooks the trade deflection problem. Selective with-
drawals would lead to the same probiems that occur with VeRs --a dwamic
precess that e‘ventuaﬂy results in worldwide restrictive agreements outside
of the GATT framework.
Meier further nggests that more tlwmugh eversight responsibilities
be undertaken by GATT when Article XIX i$ invoked and to this I fully agree.
A rzasonable and responsible GATT conmittes can work with a country to heip
w « solve its trade problem. It can-urge adjustment assistance in place ofl'or |
in addition to trade restraints, help keep issues alive So that restraints -
become temporary and maintain the sense of cooperation amon§ governments
at times of stress.
1 do not, however, find anything to endorse in Mefer’s theoretical
analysis of trade welfare. It led him to make a statement on page 115 that
Tthe economist may admit to little, if any, econpmit‘:‘_\iustit‘ication for / |
market safeguards.” Unfortunateh;, his model is sellio:usly flawed because
he has used comparative statics for a problem that?q; wholly dynamic.

Kis formulation of the problem jeaves oyt all the variables that make
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.~ import ifdury and market disruption an economic problem--no wonder he

didinot find any. One must ‘take into account® transferabitity of
resourcess both human and physical and the time dimensions involved in
‘order to come to gripswith ‘the economics of the fssue.
I It 1s only when Mejer begins to write 35 3 politicidl economist

that his discussion becomes fnteresting in that he raises the fundamental
question, should there be special and di fferential treatment for LDCs?

Mefer clearly beliaves that there should. Basing his analysis on 3 sense of
distributive {or redistributive) Justice, he argues that when 2 loss is
created, it should fall on the richer rather than the poorer party. "This

T P, "

is 2 reasonable point of view; however, Meier fails to recognize that it
already.happens when a developed country restricts trade. It is the importing.
country tha“ suffers most through consumption losses. production inefficienties,
misanocation of investment. upward pressure on prices and all the rest of it.

i we want to prevent burdens from failing on LOKs, e would have t¢ inhibih

their ability to impose import restraints which would mean suhiectinb\them to
the general provisions of GATT. net special and di fferential rules, Of
course, there ate dislocation Tosses for exporters when trade is restricted.,
This burden on LOCs can be minimized by generally improving their access

to wortd markets--including'those in other developing countries. MHarket
access on balance is prob%p'ly improved by having a credible escape clause
procedure to overcome unwarranted fgars. a point Meier nimself mal:es_ in

the paper.
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Meier raises a further Justification for special and differential
treatment of LOCS: the idea of needs as basis for entitlement. The

domestic ana'logy 1s obvious. He further suggests that 1t is extraordinary -

hou we inve con to accept this principle internationally. I believe

he completely aiSperceives international reality. The only measures
undertaken by rich countries vis-a-vis poor ones have grown out of the

se}f inter'e'st of rich countries themselves. There fs always a quid-pro-
quo ‘in ini:emtional dsaYings and those that are Jeast obvious such asthose
jrvolved in Soviet grahts to €uba or ¥.5. grants to ¥ietmam may be the

mast costly from the receipients' point of view. I wauld argue further
that the principle should not a|;ply internationally. Within a domestic
setting, the right to have ones minimum needs taken cave of carries ﬁiﬁr‘
it a responsibility ;o obey the Taws of‘the l'aﬁd. serve in the armed

. forces, pay taxes if ones financial situation changes, etc. and even here

there is legitimate wort¥ over the Toiig run value to thg recipient of
bluf;ting incentives for self help. Ho corresponding set of recognized
reSponsibilities has yet been created internationally and until they are,
the quo for the quid is subject to great concern. . G4
1 do not want t0 end My remarks on a totally negative noie. II bellieve
in reciprocity in all international dealings, but that does not mean narrowily
drawn equality in every negotfation. One can always structure 2 bargain
between participants of unequal strengths s0 as to help the weaker sida,
For instance with respect to withdrawal of concessions. room should always
be Yeft for the new entrant whose.econony has not yet reached international
competitiveness. What we need are general rules that have the effect of
protecting the weak.
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REPLY AND DISCUSSION °

* DR, GERALD MEIER: I woutd like to spend a1 my time with my good
friend Irving Kravis who raises a vetry fmportant issue, especially at the
cutset, with vegard to balance of payments and flexible exchafge rates. .
While we have not discussed that issue, the First paper implies that with
flexible rates the problem woul;i not be so severe. However, I do not
betieve this is necessa‘rily true and I bel feve that Or. Kravis agrees wil:h
we since hé went on to say that there would still be 3 problem.

Now, 1 wust come to Larry Krause's comments. Hy assignment nas not to
describe the present situation or worry how go form an international body but -
rather to prescribe and try to find a better polfcy--not the Best but.somes
thing better-- and that is what { attempted to do. Given many difficulties,
" as would be roted by a political scientist, seme type of international
. c;omission Or panel of experts should be resPonsible for reviewing national
procedures in determining tha extent of finjury.

The footnote on the Jack of remedial action. which highhghts the
dire need for such 8 commission, refers to someone with some a_uthor'ity--.lan
Tumlir., He Is close to GATT and the consultative procedure I refer td is
his. 1 'believe his sense of realism is 'as great-as mine or others. The only ~
way that 7 coluld see in moving away from compensation or retaliation was to
have this further review of the national deciston, in a two-stage approach.

If this were not acceptable, then compensation and retaliation are the alter-
natives. This leads to a refated point: Larry should not be surprised that be -
seas few cases of Article XIX i It has been by-passed. Byt the by-passing is.
& worse position; and 1 was gdvocating that we try to bring ct;u.ntries bac\k to
Article XIX but in 2 more acﬁepuble fashion. The escape ¢lause landuage

Jberefore has to be more specific buts 2t the same times as Irving Kravis said

not too divFicuit to invoke.
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Now, on this question of leglal "spirit", I think Larry is misinter-
;preting. law. He fs viewi'ng Vaw as rules while I am viewing 13w as policy.
And 3£ economists are not concerned with polfcy and if political economists
‘ ars not corwith \polic_y, I do not know what this discussion 1s about!

i: The GATT, of course, is not a lega) document. Fron the very start .
Hudec cailed it “diplomats jurisprudence.” It is not even legalistic. The
collection of articles comprising GATT are referred to as thie GAIT “code,"

.+ but any lawyer, of course, would Say these articles are not a code of law--

nor was that my intention. My intention was to bring a revision of GATT ™

fnto 2 more consistent ‘a;fd more effective p@ol‘icy framework. And I muid-—-

affirm that no matter what policy you endorse, you are going to create

and distribute values. . Hence, by revising the GATT legal spirit, {.e., by

fmproving the policy framework, those values such as p?licy coordination and

some redistribution of resources shnﬁld be made more explicit. I do not know

how they can be fgnored, even 1f you do not ook upon policy as the fdentification

“and distribution of values.

Finally, I think, Larry, in Saying that he wants to strengthen the '

most-favored-nation treatment by revising some of the recent erosion, is
" back-to where ‘I am with an international reviewing body. Again, a political
scientist would ask.: "How d0 you Strengthen the most-favored-nation treatment?"

With regard to znother of Larry's comments, “dynamic”, is» of course,

a very cood emotive word and is always better thanl"comparative statics.”
But the socially optimal time pa!:h of adjustments in whatevar coritext con-
sidered, sti.ll must be defined by someone or by some international group

reyiewing national decisions.
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DR. XENEN: The Floor is open to discussion. Yes sir? ]

MR. MICHAEL SHARPSTON - The Yorld Bank: On the international advisory®’
body, do we not actually have an exa™le we can ook at and see whether we
think $t is good, bad or indifferent? For fnstance, the Textile Surveillance
Body 1‘s not excessively corrupt and it has not been totally useless. Thank you,

OR. KEMEN: Is‘ there any response? No. Okay, are there any further .
oomg:nts? Yes sir? .

MR. DAVE DUNFORD - Oepariment of State: The issue of selective versus
HFN appl featfon of safeduards, which Professor Mefer's pﬁper raises, is of

. consfiderable current irterest. I would Iike to throw some more weight on

the side of {ir. Xrause's criticism of selectivity. First of all, selﬁctiv"ity
entails administrative costs. You have t0 find out where the {mports were
producet‘i such- that rules of orfgin are ;lecgssary. More !mportantly, i th!_n‘!; N
MFK application acts as a constraint On governments which corcemplate takf_éfg
;afeguard act'Io.ns in’_that they know that these actions must apgly to ald
-'Imports r.;r to 211 exporting countries. Finally, I am not sure how we can
relate "injury” to a particular source unless there are some unfair trade o
p‘ractices involved, for which we have other mechanisms--antiﬁwping or-
countervailing duties. '// d

fine point of fact--the GATT Article XIX do;es pfl"ov'lde, a‘ccord.'lyng_ toa'ef . :i“
understanding, for selective reta!ia_t_}nn. )etal fation ageinst = ;safeéuat‘-& -5
action need not be ¥FN. -~ . '

HR. MICHAEL FINGER - Tre&sur.fip/erpartment: 1 an affiliated with one wife
and three children. He buy and wear cotton underwear. As consumerss we have
a major and fundamental intevest in the formation of protection measures.
1 think that instead of trying to get at‘ the question of protection through g:‘

ES

set of finternational mle§; we would be much batter of f to find ways to, -, .
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‘strengthen the role of consumer interests in the procedures within the United
States which lead to og¢r invoking protection. After all, we, as economists.
understand th_at protaction hurts somebody in the United States. Hence, where

the optimal solution would be to prevent pmtect'i&'n from occurring, we should

find a way to mob{lize consumer fnterest rather than to try to find a way to
form fnternational rules or international organizations which %ould oversee )
the whole matter.

Y

MR. STEVE LANDE - Office of the Special Trade Representative: Well, I
- was surprised not t0 hear anyone speaking in defense of s.pecia'l and di fferen-
tial treatment. Everyone speaking has generally been_sa¥Ying, “Hell, we hope -
-‘_ we do not have to do special and differential treatment. It vrobably IS basi-
cally evfl. It is not goed. IF we can Just get back to the perfect MFN world
an.d ‘have our trade rules work practically and correctly, we do m;: have io
consider special and differential tl;eattrlent." But the problem, from the develop-
ing country point of views i$ that the perfect WFH world does not exist and
_will not exist after the MTN. It is from this premise that many of the LDCs*
. requests for SiD are derived. and it 15 alsp from this premise that many
People who advocate trade Viberalization, as many peaple have indicated they
. 8o, shou)d push and should actively favor Sib--not 25 a permanent solution
but perhaps as.a forerunner to MFN solutions. Hences GSP is good if it gets
the world down to a zero-duty sftwvation, which might well be the result of
the program. '
I also have a commeni concerning the safeguand situation. The LDCs
belfeve that the safeguard system via QRs presently allocates quotas based
' upon a country’s former positfon or, say, based upon fts position within 2
representative period. Therefore, very often Japan, For eﬁ‘q@_e,« in the

sutcilateral Fiver Agreement__perhaps ftaly. If we move on shoes ™ will receive

- - L)
the most advantageous quotas when you consider their positions during repre-

O
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sentative periods. This method is tased upon efficiency in 2 static ‘world.

And, where the QRS remain in effect for five years, one continues this pattern
of trade alloc-ati:m{regardless of changes in\relative efficiency afross
countries. Therefore, the issue, from a developing country point-of views

iS that the above sc‘emri;) should be expanded to account for dynamic growth

as well as static allocations. if one accepts the LOCS' pasic and reasonable
p:_-uﬁs\e that they are the more competitive Hynawic suppliers, then one should
consider certain S80 treatment as a Means of enhancing world efficiency.

_ Another point, which has been discussed in one or more of the papers,

was the fssue of |:;erhaps giving something to the LOCs which are the small
supplierss e.g., those LDCs supplying !eés than five or ten percent of the
markete-or those LOCs that are growing at a slower rate of growth than others.

Agains ’tnis is the opposite of economic efficiency because it is mainly those

. developing couqtries which already have o large share of the market, and perhaps
which are growing fasters that are the more efficient Supplying developing
countries. And to the extent that you come up with an import restraint measure
which hurts these countries. you are going against the whole theory oF economic
efficiency that you intended to encourage.

Yarious economists have identified a general problem of overcapacity
plaguing developing countries. If developing countries which a}read'y have
adequate capacity are not allowed market access because of safeguard actions t0

) utilize this capacity, and other developing countries new to the markets are -
altoved market access, the new entrants will be encouraded to develop greater
capacity. Hence the overcapacity problem of developing _c0untries and the vortd

' would be aggravated and world welfare decreased.
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The last point 1 would 1ike to make concerns the United States Trade Act of

_ 1974, Generally» many pecple do not view the Trade Act as a trade-liberalizing )
mechanism, specifically with regard to the safeguard provisions, « Howevers the
Trade Act comes very close to the ideal model that economists have be_en' proposing.

- Specifically, the trade act pl:‘ovides for five years of relief. This relief should
decrease each years with the possibility of an additiomal relief period. It is
this degressive and eventual phasing out mechanism that many of you have suggested
for the GATT. Now, I do not Say the Trade Act is Perfect. It certainly {s criti- -
ctzed by many, sPecifically by developing countries. But On this one specific
aspect, it works in a fairly good direction. -

Finally. I disagree with one point that was made on the GSP. Someone said
that the products of GSP are probably those products which will mast 1ikely come
up against. the_safeguard mechanism. That is not true since when the system was
established we chose non-import sensitive products to place on the G3P list. Thare-
\f‘ort'a' these products are probably less likely to ;urface in a safeguard action.

" Thank you. . .
. ¢ DR. KENEN: Are there any further comments?

Yes. sir?

MR. JOHH EVANS - Retired Foreign Service Officer: I want to ask Larry about
s suggestion that "legalism:. be eliminated from the GATT. tarry has suggested
that the GATT {s most useful as an organ for consultation ano negotiation. Mnen
" negotfation is concluded how does he think its results should be recorded? Whers
. should the negotiations l‘e;‘d\?

DR. LAWRENCE KRAUSE - Let me take the opportunity to respond to that and to
rake a point in which [ am ir_n strong agreement wjth Gerry Mefer. We both believe
that restrictions outside of Article XIX are more serfous restrairts to trade than
the ones within it. S0 we fully agree on that. However. yhere I would weaken

: thé ¢criterfa for granting restrictions upder Article X1X. he would strengthen
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those criteria and, as a result, make it more difficult to utilize Article XIX.
Now, the point that you are raising is: Where will we g0 from there?

- Well, there are things that are expected under a GATT agl:eelnentr e.9.+ the

removal of tariffs and non-tariff barriers, and these concessions are exiPected

to rminr Howevers there are times when countries will feel they must \Li_thdrau

a concesslon or impose a new restraint. As a resylts I think the GATT has an

‘obltgat ion to foster a discussion of this situation, wherein the country s going .

to undertake this activity regardless of any argument to the contrary, in order to

minimize the damage resulting from such action. It is a political conference and

not a copference to try to establish property rights.

MR. JONN EVANS: My points Larrys is that the result of any negotiation

myst be the acceptance‘of some kind of instrument that will incorporate the

* obligations that have been undertaken by the parties to the negotiation. The

soacalled GATT legalisms are an éffort to record the results of the original

" GATT negotiations and some later bargaining. If they are eliminated what would

take their place?! You may want 0 change the commitments. themselves. Or express

them differently. But how can you eliminate them entirely?

" DR. KRAUSE: But you are eliminating thea! The U.S. has instituted the

Domestic International Sales Corporation which ;s i1legal under the GATT: and

yet 1t exists. Countries do what they believe‘they have to do. The issue resolves

into a2 choice between providing a mechanism for doing sensible things or providing

a2 mechanism that forces countries into ¢ircumventing these things and adopting

inefficient methods. \ :

BR. KENEN: Are there any other comments or questions?

MR. GEZA FEKETEKUTY - Office of the Special Trade Representative:

I have a question to any of you. I Just wonder to what extent One can make a

, distinction between the following two situations. One is the situation of a

potential preducer in 2 small weveloping country who would ¢learly have a

. comparative advantage but who encounters encrmous risk because he faces a
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wrid mrket in which he does not know the rules of the game. Specifically, he

' fices the possibility of safeguand actions in any number of large, developed '

count”y markets. In the other Situation. which is becoming inc}easingly
prevalent, the firms of developed countrfes generally have large markets or,
mr: they do not. they merge or integrate in order to provide the required
!icugity mcessary to accommodaté the inftial investment. So, the question is,
does an economic disincentive exist which retards develoPment fm developing ‘ )
countries precisely because of an excessive risk factor? And if.that is the case,

" what kind Of an arrangement can one make to overcome this?

DR. MEIER: " | would certainly find that there s unquestionably a risk.

_ factor, and that is the premise of the entire problem. 1 was trying to avoid

that risk factor issue by advocating favorable differential treaiment for

- countries entering the market as new prbducers of manufactures or semi-manufac-
tures. Unless an LDC country’s exports are growing abcwe the a¥erage of all
the supplizrs, I do not see how this country can be subject to domestic injury
invohtion. Differentia! treatment 1n this sense would not harm efficiency.
“What would ham efficiency is the safeguard measures. \
+Differential treatment doas not haym efficiency when applied to new

entrants who are entering the market for the first time and uhos\? exports

are growing at less than the average rate, or whatever other standard is used

for consideration of domestic injury. A)) exporters are not equally guilty of
injury, and the LOG is usually least guilty beca;use it s the Hewest and smallest
entrant. The safeguard measyre is inyoked primarily against the large exporter ‘
but MFN forces the r‘estriction upon a}l exporters. There is no virtue to ﬁFn
when {t goes in a‘ downward direction. MFN was put in for trade Viberalization
and to awaid_mndiscriaimt!on against the third party. But when you begin
using 1t for a safegl:sard measure, the fmpact upon efficiency is in the wrong
directions such that you are over-correcting when you apply MFN. Hence. it is
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applying this safeg..nard tranquilizer in just such & haphazard fashion and forcing_.
everyone to be subject to it is what causes pmblems Therefore, a Specific
policy should remove the externality and the injury uhere it occurs, and it
should do this as equitably as possible.

ns” ROBIN WHITE - Depar tment of State: Dr. Mefer, I think it s
inte&suhf‘lnt a country which has often been the target of safeguard *

-

actions. j.e.» Japan, argues in fayor of retaining the WFN principie. Jawan

" feels that this dissuades a country because the country faces the pressure of

all other couttries who argye against the safeguard action, which, incidentally,
would affect them.
R, MEIER: F understand that: - S ' .
MS. WHITE: 50, for the LD(s* sake, some might be in favor of the
HFN #‘r‘lnciple. .

I}R. MEIER: The LOCs would pot favor the ¥f%. Japan would favor it.

L

OR. KENEN: Are there 2ny other comments or questions?
Yes? '

MS. CATHY RDE - Department of Cormerce: I have a question for

* * .
JLawrence Krause. He esded his discussion by saying that GATT needs general

rules which would have the effect of protecting the weaker nations. WHhy do
you think they do not already exist in the GATT and what kind of general rules
do you have in mind? '

OR. KRAUSE: 1 am 2fraid we got on the wrong track when we went, to GsP,
where the Intention to help LDCs is laudable but the sc&pe of that help is Ia;
copstrucfion very limited. ‘Instead we ;hould directly address the more funda-
ﬁntal.problem. which is a multilateral negotiation to reduce tariff escalation
on a Most Favored hation basis on produc;:s in which these countries would normal-

1y find their comparative advantage. That is the kind of thing I would Vike to

see, and of course, the nusbers that are shown in Table 1} of the Murray-Walter

+
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m show how Fast the exports of developing countries are gro
am afraid we have pushed in the mng direction to help the “exports of develon-

uing without GSP.

rountries.
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The Subsidy and Countervailing Duties Hegotiations and
the Developing Countries -
Daniel N, Schydlowskys ‘

. W

e

J ' 1. Introduct! \ _
; Concern with_sxport promotion of non~traditiona) goods, particularly man-
ufacturess M3 been on the Incheise among governments of less deve‘lnped )
countries, ExPort support schemes of various sorts, including export
subsidies, have been In force in a number of countries since the early 19665
. In the last few yesrs, however, as some countries have had notable sticc.&..s
with the promotion oF non-traditiona) exports. other countries have
attespted to follow their exampl e.. and the use of such promotion schemes,
Inclucing subsidies, has become such more widespread. At the sime time)
the success of the qx’pprt promot ing ploneers had led to concern on the
part of Iaporting‘ c&untries a;out the ‘legitimacy of the export promotion
instruments used. In the context of precarious balance of paynents
positions for some Industrialized countries In the early 1970s and the oft
_ price increases which produced a current account defic!t for the '/|'
b, Industriviized world as 3 whole, the préliferation of export pmotyl.//
policies, particulaﬂy export subsidies. has become a oy fcal target for
inuna-t-lnm] regulation and agreement.
An accepted element of any new agreement on the use of export subsidies
and other pmﬂﬁtlon scheses §s that equity and {ntermational relations

considerations justify a different treatment Of export subsidies and other

¥ The author 35 Professor, Department of Economics and Senlor earth
Associate, Center for Latin Americary Development Studies,” both of
. Boston Univnrsi ty.
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promotion schemes adopted by less developed countries, as compared to the

* developed countries. .This paper addresses itself to an analysis of the ’
kind of special treatment which 1s justifisd on efficlency grounds as wgl) /
as betng responsive to equity considesati}aﬁs insisted upon by LDCs, We .~ '
will b‘egiﬁ‘ by explori_ng“‘the context in shich LDCs adopt” export subsidization.
Then two aitemﬁvs versions of ‘acceptable export <uSTEIZation are

considered Finally. some matters of technique and adginistration are discussed.
i1. Tlg. Contaxt' ' = . - .
: ; The development strategy of less developed countries bas been overe
whelmingly based on tae expansion of Industry. It was hoped that indus~ _
t.rfialization would boost the rate of growth, reduce overt and disguised
uneq;!oyaént and cure what was considered exces¥ive dependence on
traditional exports. The policy adopted to this end was vigorous protection
of all h;port competing fndustrial production, behind substantial tariff
walls and other import réstrictions.! Such a policy obviously freifed :
-fte.ction of industria)l production for a particular market, namely the
domsiic market.‘ but not' protection of industrial production for exparts.?

e

For a discussion on these import suybstitutfon policies see: ' L ’
Schydlonsky D.M. . “Latip American Trade Polinies in the T1970'st A |
Prospective Apprafsai®, Quarterly Journal of Economies, Vol. 16, May 1972.

Hirschmas, Aibert 9. “The Politicas Economy of Import Substituting
Industrialization in Latin America” Quarterly Journal of Economics, Yol. B2,
Ro. 1, February 1958, ' '

Balassa, Bela, “Growth Strategles in Semi-Industrial Countries® Quarterly

Journal uf Econmnig. Yoi. 84, No. ¥, Februvary 1970,

"2 Little, LW.D., Tibor Scitovsky, & Mavrice Scott, Industry and Yrade in
Sore Developling Countrfes. A Corparative Study, Oxford University rFress.
940, ’ -

-
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I developmnt. strategy adopted. based on Impert substituting Indus-

-

trialization, pad an fisherent inmnsistfﬁy built into it. whichs however, -
only became apparent after 2 number of yoars. Production Of fndustrial goods
requires irporr.s JF Industrial raw materials and intermediate goot?s» Thus
the higher the leve) o.f Indastrial prodintion, the greater the frports of inpu
;-equig-ed, O the other hand, since industrial goods were not heing prodiced
for export, industry itself did not produce & direct .foreiqn exghange offset
l_:o these growing igport requirements: industrialization was foreigp exchalnlge
using. Ths~ oaly offset upich industry provided was the foreign(excl;'ange
" “frotd theaugh irpert substitution of previously importad Industrial goods.,
As imports of particu}r comodities produced went to z'e.m. this offset
~ ) disappeared. Thereufon, the success of industrlalizatior straedy, hameiy
a rate of growth p/:rdustry in excess of the rest of G4p cenerally, Implied
& rate of.growth Of derand for fureién exchange in excess of the rate of
growth of svpﬁly of' foneiyn exchange. Thus success Of the strategﬂimlied
a " of nec‘esﬂty balance of payments crises. )
M sinen s¥ch crises did vecur, and the post war ecopamic history of the LDCs
' is studded with such instances, Industrial grm_ﬂ:h had 1o slow down, forelgnr_
debt had 'to be accurulated and/or Foreign private fnvestment had to be Yyured -
fn. Wone of these measures cured the Fundamental incdnsist.ncy of the 'strateg:
. Slowing down 1ndustdal‘ growth meant abandonment of the primary policy
obiectives and intreasing. Foreign debt sinply Implied IJostpOnlné the day of
r;:cko,ning. since only an exponential growth of gdebt, acceptable ’o nefther
borrowers nor lenders, would have postponed the need to repay «(nd to
ubstantially reduce badly nesded $mports of ingustrial input's at 2 later

date, Foredgn private jpvestment was no Jonger effective. IF 1t was in the |

modern induttrisl sector ‘. It too wis Forelgn axchange using and §t 1% were in

\' Q . 1
0
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 the primary sector, {1t would produce ;r,nm abteviations but would require a
-remission of profits, thus having its own “import requiresent”.
T The in‘cénsistency of the development strategy could only be overcome 1f

fndustr} wis gade forelgn exchaige earning. rather than onty foreign

. ‘é‘xchang‘e u&il';g. In turns meking Industry foreign exchange earning implied
extemﬂné the pmte_ction which was oriyinally given to the productlon
for? e do;aestic market to production for a1l mrkets: i.e., protection
" again.t imorts had to be extended to protection for exports. Hence
export subsidization.of one form or another was a;md is .an essential
" requivement of a growth strategy based on an industrialization which Is
sustainable in the Tong run. Theotivation eacoursging the adoption
of export bromtion and subsidy systems by less developed countries 13
thus abimdantly n:lea.r.3 .

To complede the picture of Lhe setting In which export subsidizgtion
and other kinds of expartapromtion take place In less developed cu;mtries.
it is use}_hﬂ to 190k briefly at the structure of the trading rules adepted

by these coundelds, A'particularly rotable element is that less deve}opeﬁ'
countries pride themselves upon taving a single exchange rate, #Hany of

them even.subscri
a1 LDCs operate with a nultitude of high and di fferentiated frport

restrictions. When this import regime Vs put together with the unitary ‘

to article VI[] of the IMF. At the same time, however,

exchange rate, what emerges 1s a de faclo multiple exchange ratd systen
consfsting of a single “financiaT! exchange rate and as many * . .mmdity”
_exchange rates a3 there exist differentiated tariffs. A peculiarity of the

k1 Yy
For an extensive treatmeat of the strategy, fts fnconsisténcies and 1ts
causes and consequénces, seel Mamand Harcello, Doctrinas Econvmicas,

Desarrollo indefendencia, Buenos Aires, 1973,
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system s that comodity exchange rates differ for the same good when i¢ 1s
‘iuported !';ir exported: oomad:lt;,' import exchange rates are high and commodity
export exchange rates are low. Furthermore, most import commodity rates are
substantiany above the financlal rate. On the export side, some countries
have operatgd at times with an export tax on traditional export commoditias
which reduced the commodity 4xchange rate for tradxtional s¥ports balow ‘the
financia’i exchange rate £ good example is tne system which was operating

3% Argentina In 1955 and had appmximat_eiy the following set of rateé:‘l
o : — ‘
\ Seee Ratg _ Composition Pesos per §
. - Agricultural Export = Financlal less 9% tax = 200
: Financtal r Finanijal bd 220
Hon-traditionai Expor't » Financial + 18Y% tax rebate = 260
w Material lupart s Financial + 508 dusty » 330
Ses'.f-mmfactures mport = Financlal + 109% duty - 480
. Components Import » Financial + 173) duty - 600
Finlshed Prod. Ioport = Finapcial + 218% duty. = 700

A quick inspection of this rate structure will show why Industry faiils ]
to gengrate foreigr- exchange and thus #s foreign exchange using. Industry
) buys 1ts raw naterials at Unge rate of 330 pesos per doli.r, its
50

irparted semi-panufactures™at 450 and its components bt §00. This inplies
an averagz cost exchange vate for irpor@d inputs of approximavely 400 .
pesos per- -iollar. Bomesticaﬂy produced inputs have jmplicit axclange

rates on]y s1ight Ty 1ower, since nost domestic praducers oo not sel! at

. prices mch below those of similar Imports. Thus tndustry's cost exchange

rate for all} material fnguts is rough!y between 353 and 420 pesos per dollar.

At the same tioe industrial wages reflect the cost of Tiving shich is raised

by the tariffs en 50ods consumed by workers. Furthermore, profit rates arve

[3

CARTTA {Camara Argentins. de Radio, Teievislon. Telecomruntcaciones y .

Afines)., “Proyecto da Hodlﬂcacion de {7 E:truttura Arancelario~
Carblarie » Scptesber >
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based on the cost of capital goods which are also subject to tariff. Hence

tota) industrial costs are based ﬁn an exchange rate exceeding 400 pesos per

. dollar. At the same Time, # dotlar's worth of exports yields only 260 pescs
- - . - N _—
) ©oper doT1ar {the commodity exchange rate for untraditional exports). The

1aplication of this situstion for the profit rate on exports is rather dramatic.
The effect of the existence of thiﬁ de facto multipha exchange rate s¥stem

iiith {ts particular structwe gaes beyond the direct discouragepent of exports,
~ however. 1% has caused an *ineffictency §11usion” te exist about industry in

_‘__125553:.'_&6109&& cu;:_ntr'-ie_s., This 1ilusion results from tran:'»‘lating domestic

{ndustrial costs Tnt dotfars 3¢ the financia} exchange rate and finding these
corts to be substantiaily above the price of'the comparative imports. Sim:e

domestdc costs.are based on the commodity exchange rate: in fact incurved, and
these are substantially above the financia) exchsnge.rite, it fs not surprising

_that demestic costs of rroduction will be higher‘than 1n§eQationa1 prices when

i cersvert-ed 2t an exchar 3¢ rats lower than the one off which fhese costs are based:

this commonplaie gractice nf conversing cs,ts at the financial exchange rate,
r.ass in the sbsonce of the chvious exn:aas..iom produced the inefficiency
iHusion effect end given Jess dnve]oped-comtry governmer ts and pubiics the'
.wpression tha't they have zn industr'lgl strutcture totally out of kilter uith
comparative ad?ant&ge argd hopeiessiy inei;ficient' -T—h;z::t of the matter is,
howevass t‘laLaw:h of, thay drefficienty s ziwply the rosuit of an impropcr
wma-ison by the esz of an exc'vange rate thal is not applicabie m the

respentiv. cosis. ,mq domestic costs are tronsformed by an appropriate

N
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exchange rate, i.e., ofe that is related o the comengity rates, it

., turns out fm Industrial costs ave much Tower than generally belioved.” .
' s.vstan have interacted to the!r mutuai reinforcement and to ths hinnrance af, .’

nefficiency ﬂltls!on and the antf-export bias in the exchiange rate ‘

; & change in ptxli;:y. The fnefficiency 111dsicn reinforces the hehef of lecyf;
“o j makers that industry is not efficient en:sugh o export., }'he anti- exparf hias ‘
Chq,e exchange rate structure makes export.s !wassﬁ.l:; The resuliant Iack

_ of exporti confims the policy Faxeris~view that industr) is umbie to t-.a(grt..
:"“ In view of the obvious scarcity of forefgn exch;:;e. however, the imossm*hl‘,f
for industry to export means that additiona) import substituticn puse fe undew-

w"

taken. This n turp, irpiies import rest»ictions which cause an increxse fn thc
e 1ne‘fﬁi:~!eﬂcy ilh.s!on. A a result the policymakers become eves nm'e convis‘tced

of the inefficiency of industry and f£s inability 0 export amlt at j.hm-sab-e

g, w——

.+ time the higher Tuport restr!ctions tncrease the anti-exporl bias, thus rz;!ha

eu

A

St

it even 'less ikely that iadustry uﬂ: become foreign exchange ge!ierat‘!ng. }
The ‘neffiGiency $1tuston also ope.*a:t:s 2% an Tnternattonal 'ievel s
geqerai!ng the conviction that axport promdtion i0ols, part{cu“iarly Subst- ':__'
dization, are given as  crutches to hopelessly ineffiefent Industry, which
muld‘not survive {n world competitien on its own feet.‘ Bacause af, the .
formal separatio-z of the wnifizd exchang: rate and 2 di‘fqﬁntia:&d .ta'riff _
. sjstem, t::e de facte exicience of 2 ruitiple exchange rate S}'St&!i is loat - ;:
from s!ght and themfm he imppmpriatmess of the simple cost wupar!sc}ié N

”
-t - -~

-

g K - \ . T

. -..nChyd]O"SkYo l} '4.‘ 0P f"i . 1972. E -7 ,1‘\
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-}re ntst ‘rexlized. The fmpYicaffons of reai-iz'ing the nature of the exchange
. ‘vate system and the size of the cost exchange rotes affecting industrial
i . . -
costs for an assessment of export subsidization measurks are very considerable
{nleed. ) . \ . ‘

1

Is
. ™

P

In the context Just described,. export subéiqization ans other measures, [
henceforth.all called subsidization for short, have two fundamental justiﬂ;
cations. The first of these is that export subsidies are desiaft"‘d to offset

’ the excess of the Industria) cost exchange rate over the f'l’nancial excharlge Sy
rate. On this basis, export subsidies simply refund a Te fed through the )
import price structure. We will disc_uss this justifitation rfon: e;cpoa:t subsidies

“4n the foﬂouin? section under the name of the semi-tiaditiondl view. The

stcond Justification is based on the recogeition that {n addition.to the non-

unitary exchange rate-other distortions exist’in the econony, particulariy in
f.;he Tabor and Eap!tal markets. Ihese distortions introduce df fferences between ‘)_‘,
prwate margi al costs and socfal mrg‘loa,] costs .. Evidently, world welfare
- requ‘qus that prpduction $0sts be, minimized tn terss of real costs 1.e. in
A terms of narginal socfal tosts -Thus suBsidization will pe justified to the
extent that d‘lffercnces exist between marginal private and mrginal social
e B :—c;sts This Justification for export subsidlzation will be discussed {n
‘ ection ;v . ) ' : _\w:”
©v . 3. . Acceptable Export Subs!d-‘zation/n’ ﬁ Semi-tra.d_ttipna} yiew ‘ T

Tt pas long been, recognized thit exporters s!wuld not be placed at .

1

2 coweﬂtiv& disadvantage as tﬁe refwl t of taxation teuied On the inputs

into the ex,orted p;o;ﬂct Thus ustries transforning importcd raw
,materia‘ls or intermediate guods into, Output that would be exparted havp\j AR =
k4 +
. L/- ‘ * . " T .
- ‘Ferench-Davis and Piners argue in favor of regarding “compensating” subsi-

dles as acceptable, but do got clearly defind the scope of the term. Ffréhck-
Cavis. R. and \Pinera, Jose, "Export Promotion Policies in Developing Coun-
tries”. CEPAL, Semimai on __s0rt Promotion Poifci’.. ‘\antiago. Chile, Hov.
1976,

I3
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always -benefited from a refund of the "duties pald on ‘the imported materials,
in }his way being allowed to compete on the basis of their own prt::ductivit.y.
unhampered by the taxation on the inputs that would have been Tevied if the
refund wyuld not have been forthcoming. The refund of such fmpnrt dutfes,
ger!eraliy known as “drawback”, is incorporated into nost trade legislations
and is universally regarded as accept;i:l.e “export subsidization®.

As long as transformation activities operate 100% with inmrted inputs,
the princ‘lple that each exporter should compete on the basis of his oun
productivity and pot ba penalized for artifically raised fnput costs: is
well served by the drawback. As soon as domestic production of inputs exists.
that is nv longer so. When Some fnputs are sourced domestically behind tariff
protestion, costs are no lower than when .the competing import 1z bought. .
Fowever, 1f the refund is only made avaflable on t-l;at part of the increased
coits corresponding fo imported iaputs, the general principle that the‘
e%pol‘tel: should comp;:te of his own productivity no longer holds in the
presence of such local sourcing, therefare.. the expnrt subsidy should refund
:h:“.‘ full fncrease in cost due to the import protection. ‘Accepted_'prac*.icel

»
Nith regard to fadirect taxation leads to the same conclus jon.

It s only a small step to generalize the argument for materfal inputs
to a1l cost fnereaSes ardsing from taxation on inputs. Three such cost
fnCreases not a*fm::ting materlals bear particular men tion.

a) Inrrease in Yabo? costs due to protection on finfshed goods.
if tha supply of labor s a function of the real wage, the once and for all
Yocrease in ihe price level fnhecrent in the presence Of tariffs will lead
te 2 o';;s and for 337 rise in e money wage. The corresponding propor-
tissate change might bs called the tariff equivalent affecting wages.

18¢
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b} Import duties on capilal 900ds raise the cost of these capttﬂ
gods gad hence: the u]nu'al fiepreciation. Furthermores at-any constant
rate of rettum an increase in the cost of the assets Tmplies that the
m;ual profits in pominal terms must be greater in ownder to maintain
the same real rate. Thus n;nﬂ'na] capital costs per year rise as 3 result
* of taution of capital §oods.

¢) Since fnterest costs are largely 3 function of inventories and
working capii:al needs, the existence of tariffs increases the required
wrking capital and hence the required 1nterest costs.

We are now ready to formiate the general principle embodying the |
semi-traditional view of the acc'eptab'le level of export subsidization:
"Refund alt excess Costs compared to the free trade situatfon at the
‘sxisting exchange rate Which result from the 1mposition of trade taxation
on imports and exports”. .

The instrument which implements this prin'ciple is usefully called ‘a

"general fzed drawback" to indicate at the same time its ancestry in the

“traditional" drawback and the generaHzation which 1s undertaken to

cover a1l repercusions of import protection onto incr;eased export costs.

V. JAcceptabie Exdort Subsidization Il: An International Division of
e Labor Point of ¥iew

“The purpose of world trading arrangements is the maximization of uorld

" welfare through the speciaHzation of the different countrjes participating
in world trade nccording to their respective comparative advantage. In
practices however, world trade ﬂons are deterinined by the absolute advantage
, obtainieg at each miment in time Evidently absolute and comparative
advantage peed not €ofncide, Houreven when they diverge in the absence of
mstrLtims on trade balance of payments disequilibria ordinarily occur.

" When syu‘:\h\disequi‘ibria gre muusted through modffications in the exchange

-

. < 4
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rates and when factor markets are undistorted and full wloMt obtains,
the exchange rate adjust.ment necessary to equﬂibrate the balance of payments
wi1} also bring absolute advantage int0 1ine uith comparative advantage, 7
Thus, given talance of payments equilibrium and full employment, achfevement
of speqialization according to tnparative advantage under free trade is .
equivalent at the micro level to the simple compe*‘ltiveness cr‘lter{m}‘ a
country has comparative advantage in all the 9001'15 which 1t can sell at or
beTow the world market price. .

When product and factor markets are distorted. i.e., when exchange rates
are overvalued, fmport restrictions exist and factor markets do not ctear at
competitive prices due te imperfections and restrictions of various sorts,
market cospetitivenass no longer provides a correct guide to comparativé
advantage. Rathers it is necessary to calcuate marginal social cost in
1ieu of myrginal private costs and compare the former with world price. ’

Conventional rules for accepting export subsidization are clearly
understandable and Just!ffable in the Vight of the above discusston. If
undistorted markets Are asstmed to holds export subsidies are harmfu) to
world welfara, since countries should not be 'expori:ing those goods in which
they are not competiti'ge at market prices. Furthernore, if there exists
taxation on Inputs which distorts factor and product markets, such taxation
is Yegitimately offset by an export.sd:sidy. since in the presence of such
distortions, market price s no longer an appropriate gulde to “real"
competitiveness, .

- Less developed countries are well-kuown to have distorted factor'and )
product markets. Labor is unemployed and undersmployed, with mar'ket wagas
baing heldwlip by government iegisla;:ion and institutional forces of various
T %

ihen trade restrictions are used for BOP purposess the divergenc‘e' between
absolute and comparative advantage persists.

185
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© sorts (unfons, peer group incomé sharings traditional floors, etc.).
Capital markets are setented and interest rates are regulated through

wnnﬁn‘t imposed callings on rates'paid ;nd charged. Foreign exchadge '
markets dre distorted due to \tile presence of tariffs and other import
" restrittions. export taxation at varfous rates and pﬁssibly exchange
control. In additlon, the basic price, the financial excharge rate, is X
typically pegged by the government (the fact that it may be a cvawling
peg does not affect” the ﬁ;ndamentil existence of distortions in tht_; market).
Furthersiore, it should be vealized that these diston;tinns in the
s;pante markets interact to- produce a ciﬁmosil_:e divergence between _mark-et
p.rices and merginal social costs. Thus, Nample. a marginal socig{l_ ‘
cost of labor below the market wage implies by itself a marginal socia)
_pioductiim of capita) above the market return €0 capital, The marginal
soclal utility of foreign exchange above the official éxch_ange rate {mplies
-that the margin_al socfal 'productivity e‘,c-apital in the exporting industrie?{
{s above the marginal private productivity. In turn, tariffs on Imports
competing with domestic product;ion implies that on this count taken
separately, the marginal social productivity of capital in these industries.
is below -the private marginal product. A proper so.ial catlculus will take
*info account the interaction of the distortions in the separate parkets in
2 gen'era'l disequilibrium system of shadow prices. which would adequa;:ely
" measure the marginal social cost or marginal social utility of the various

inputs and outputs il'l‘a'r;'l\lved.8 -

: a_- —-:

For such 2 "genaral disequilibrium" set of shadow prices sees Schydlowsky,
.M., “Project Evaluation in Economics {n General Disequilibrium: An
Appiication of Second Best Analysis”, Discussion Paper Mo. 1, Center for
Latin American D/g\‘e'lopmen; Studies, Boston University, March 1973.
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. Gim such a set of prices. uorld wel fare requires that LOCs produce
for world us‘b those oon;ndities in arich the margina‘l ssociat cost of production
Hgs bciou the mrld;rice. This impiies valuing factor'costs at their
urgim! social costs”( shadow prices) ani then translating these costs fron
local curvency ‘into /oreigrg esichange values by isse of the shadow price of
; ‘ fonign_exchfnge:; mfnever the dollar cost obtained in this fashion is )
v below the world price, the corresponding LDC will be held to have a compara-
tive advantage in tlnt conmdlty compared to the rest of the world., Where
'- sev,_erci LDCs have costs below the world price, the one with the lonest cost

=

§ uil‘l bthld to have the comparative advantage.
- Hhﬂe cmparative advantagq measured as social conpetitiveness may exist’
. . in the broad range of 1ndustria1 goods. private coupetitiveness may mt exist, .
i This divergent.e betueen mrginalﬂociaﬂ cost. and private costs is legitimte

r . o

ground for export subsidization. .
Two further elements need to be mentioned
< a) A\major empirical difference exists between slwrt run am! 1ong ren
*marginal soclal costs 1n LOCS due to the severe under-utilization of in-

. Stalled capacity that appears to be the norm n meny and perhaps all of them.

| " Under such conditions. the marginal social cost of capital ;l; at ;st equal
. to the ustr cost and miy be as low as zero. Comblred with a marginal social
’ cost of Jabor below the market wage. the result is to generate a strong _ﬁ_‘

. . L'-*..'.'. comparative advantage 1n a wide renge Of manufactures. Evidenﬂy. however,

3 I3

Pt <

" study shows pogsible increases of industrial production of
found fn: Schydlowsky. D.M., "Capi.al Utilization, Growth, Emloyment and
Balance Of Palments and Price Stabilization” Discussion Paper No. 22, Center
for Latin Amer{can Developrent Studies. Boston Unfversity, Dec. 1976. For & -
rore pessimfstic view covering two Asfan and one Middle-Eastern tountry sees
Hughes, fHelen, “Capital ytrilization in Manufacturing in Daxe)oping Countries

"World Bank Staff Morking Paper Ko. 242, Sept. 1976.
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Tong=run u-rg'inal social costs will pe higher and long ru'l;_comparatwe .advantage
will be different. Subsidizati\og for the short run should thus differ from
sub;idization for the 10Rg Tun. C- . . .
b) Worid prices do not reflect consumer utility whenever import duties
. exist n the mior corsuming countries. Such irport t’.‘a'iit/i%lr:ri.ves a wedge
; bétween world marginal social cost and consimér marginal utility. Export
10 )

. However, since import duties vary by countey, an export-subsidy affectirég '

* fully justified on world welfare groungs.

this distortion would have to be specific by uétf?o}' destination, which{'

‘would be ap administrative nightn:are." Offse -tlfen hecomes eith:er_ impos

-

< Or an average f_igure"needs to be chosen. Since-th read of ‘developed

. . ‘4
_country tarfffs fis relatively narrow, the latter i3 probably the best SQlution.
. : .

f »

‘0 . |\
It should be noted, hopever, that the levying of import duties on the part of
developed countries~on e‘:?orts from less developed countries together with
the corresponding of fsetting subsidies signify a redistribution of ffscal in-

~gome from the poor to the rich, with the consequent worsening of world 1ncome
distribution. Thus, it .is preferable to remove the wedge between marginal
social world vosts and marginal consumer utflity by repealing the import
duties. than it is to accomplish the same objective by imposing an offsetting
export subsidy. . .

w

1 an’indebted to Bela Balassa for pointing this consequence out.

H

» subsidies offsetting such fmport duties are welfare increasing and thus are _\\

F
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Tbe)meral principle of acceptable export subsidization on unr!d wel fare
. /

grounds can now be stated: : H
e “Refind the difference between marginal social cost and, marg inal
- conswper utility, including the average import 'du_ties of the main

‘{mporting countries™. _ .

The instrument which implements this principse can usefully be called a
'gmniizgd compensatory subsidy” to indicate at the same time th.at. .1t. 1s -
of general appifcation and compensatory of pre-existing uistortions,.

' 'Hinimhing Explicit Subsidization: _Cﬂ)ensated Devaluation '

Viewing ihe trade .regime of LICs as an 1mplicit. mil tiple exchange rat.e

systan. where the composite of financial exchange rate plus t.rade taxation :
is what sutters. allows consideration of various a‘lte_rnat.lve measures of
/ nanciz] exchang- rate and trade taxat{on Thus, rather than having a
financial e:change rate uhizh 1s closp to the commodity exchar.;e rate
traditional exports. 1t wotld be equaliy possible b Ime‘a flnanci; exchange
rate close to the comdity rates for 1ndustria‘l production. Evident'ly. s
| : . ’ e legter caise imrt dut{es ‘would be signiflcant‘ly Tower and’export. taxes
o would be higher t.han in the former case. A change in the/rinancial exchange \
.{‘ ' rate accorpanled by such offsetting changes in-trade ta)({tion constitute uhit.

is called a cowpensated devaluation. 12 :
)

' ‘ " - /
r ) - ¢ . I,/‘{
)y 4

S

Such a poTicy was first proposed by this author for Argentina in 1966 and
published as: Schydiowsky, D.M., “From Ieport Substitution to Export
Promotion for Semi-Grown-tp Industries A Policy Proposal®, Joumal of
; Pevelopment Studies, Yoi. 3, Xo, 4, July 1967, A simidar pmposal wiS )
- <" independently pade by Marcelo Diamand and pudlishew 3s: Dlamand, Marcelo,
- Bases Para una Politica Industrial Argentina, Cuaderros del Cencro de
Estudlos Industriales, Buenos Afres, 199, and as: Diamand op. c¢its, 1973,

' . ) -
. o ‘ .

19
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In urls of the exchange rate system tyPically used by LDCs and exempl{-
ﬁ«l by that existing in Argentina in 1866 in Section 11 above. the comPen-
sated devaluation would look as follows:

Pre-Compensiated Post-Compensated
Ogvaluation {Pesos/Dellar) . Devaluation
~Commdity Tax/Subsidy Financial . Rate -  Financial Tax/Subsidy Commodity
200 -9 220  Agricultural 3% 398 200
] Exports . )
200 06 220 Financial 330 0 30 |
260 +18% 220 Mon-traditional 330 +18% 390
U330, +50% 220  Rew Material 330 0 330
o . % Imports -
460 . +109% .. 220 Semi-Manufac~ 330. +39% 460
tured Imports
600  +173% 220 Composent @ 330 +82% 600
' ) Imports L
700 +218% " 220 Finished Product 330 N 700
Imports I r

*

~

Note that the comh;dit,y axchange rates for imporis have stayed unchanged,
- as has the comdity exchange rate for traditional exports. Only the commodity
exchange rate for non-tradftional exports has risen to 39y pesos/S This rise
evidently constitutes the equivalent of a subsidy of 50% on non-traditional
exports compared tlo the Tevel of the inftfal pre-compensated devaluatio_r‘i |

~ . . '

sttuation.

1

It is 'Iméliatgly obvious that adoption of a compensated devaluation reduces
the amount of explicit export suhsidizhtion that needs to be undertaken to
offset the'-inpli’cit export taxation inherént in the exchange rate system or
to compensate for the divergence between marginal socfal costs and marginal

) priv'ate costs. At the same time, it must be realized that there are inportant‘,\

K
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A .

.difFerences between the effects of a ¢ ‘.pensated devaluation and explic‘lt'v

subsidization which rende.r the two Polic\J( measures npot fully equivalent.
The .f‘irs—t di fference that needs to be borne in mind is that as the size

« of the a_djustnent of the financial exchang‘é rate increases. it becomes less
and léss no:ssible to compensate the devaluation oF the financial rate ‘
thmugfl reductions in import duties on the lower tariff items without going
to fmport subsidies. Setting tariffs that would have to become negative for
fu]} conp‘-_e;;tion, at zero implies tha;: incomplete co;pensation of the adjust-
ment of the finaicial exchange rate will occur. As a result, cost of produc-
l;‘ion‘ will rise, effective rates of prr;tecticn uili changes and the\

séruct'ure of .incentives to production will change as wefl. .
R second difference t0 be borne in mind is the effect on the capital account.
An 6htrig-|t_subsidy does not affect the cost of paying outstanding foreign
exchange denominated debts. A ct}mpensated devaluation is a tax 'on all foreign
exchange debtors an; a subsidy to 211 foreign exchange credito:;s. S‘ince busfnes:
firms tYpically tend to be foreign exchanga debtors, the loss of wealth caused
for them by the compensated devaluation may well Yead to a temporary loss in
risk bearing ability, thus reducing the effectiveness of the export promoting
price stimulus. . .
The third difference of importance relates to the treatment of traditional '
exports. Under a compensated devaluation, traditional exports are taxed
explicitiy as compared to theb impoicit tax levied through the éxchange rate
when e¥Plicit nontraditional export subsidies are used. The existence of an .
explicit traditional export tax has the advantage that it cap be replaced by
3 tax on the fixed resource entering ipto traditional export ptrpduction_', such, ‘,

as land or mining resources. Such a change in the nature of the tax, ise.,

change from a production tax to a Ricardian land tax» removes the burden of

1
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tawlr.ion from new output. thus el‘lminatmg a distortion between producer
saroimal revenue on traditiaml exports and the price of these exports. 13

The fourth difference s the effect that a compensated devaluation has on
the industrial inefficiency 11lusion. Since the Financial exchange rate rises
without an eqinh inc'rease in the cost exchange rate of industria) production,
‘iridustry appears_suddenly to have gained in efficiency. However, the conse-

R quences of the industrial inefficiency 11lusion for development poli‘cy are

oor!siderable and negative thus any achievable reduction In this 11lusien
shouid b2 regarded as an important advantage. s - .

Since large explicit export subsidies, wven if J'usl;ified. j.et, if consis-
tent with the argumentation presented in sections 11} and IV, do give rise to
pressures for the imposition of countervailing duties it would seem wise for

* 10Cs to minimize such pressures by adoption of compensated devaluations as

their "baseline” export promt‘lon"n tool, to be supplemented by explicit

subsidies to the extent madg necessary'by the d‘lfferentiat‘loﬁ‘-in the structure
of exchange rates (which a compensated devaluai:‘lon cannot really deal with).

Such a policy mix is consistent with the internal development desiderata re-
‘ lating to the substitution of ex;;ort taxation by Ricardian rent taxation and

to the reduction of the.inefficiency 1tlusion.

vI. Implementation Aspg’c_ts_ )

This section will briefly review the problems of implementation that

- - i .}
might arise in LDCS whevre a generalized drawback or & generalized compensatpry

LY

subsidy is to be applied. 1t uill also brieﬂy discuss the dic putes that

13

Diamahd op. ¢it., 1973. He argues forcefully and conv‘lnc‘lngiy that such
a change would have far-reaching positive consequences.

195
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njgllt __arise with importing countries over the approPriateness of the sub-
sidies prwideé and the manner in whick such disputes micht. be sottied.

A gentralized drawback requires three glements of information for its
application to a product or sector: the cost structure, the level of
taxation of inputs. and the répercussion of taxes on the nominal wage level.
Information on the taxation of inbuts is publfc knmﬂeage. since it consists
of the tariff schedule &nd the tax regulations. Information od the
1l};§licat10n for the nominal wage level is a one time calculation whichs

"once done. is applicable to al uaﬁe costs. The only piece of information

which is_*Specific t.g ea‘ch commodity i$ the cost structure, and this can be
obtained on ‘the basis of industrial censi, which are ryp periodically. on
the basis of Ehe jndustrial surveyss which are usually undertaken annually,
or on the basis of petitioning by indfividual would-be-exportzcs. If the last
of these alternatives is chosen, the Previous two can be used as checks on
the truthfulhess of the application madé, in order to avoid ovar-subsmizatiol
1t skould be noted that the jnformation required for the application of
the generalized drawback i somewhat easier to obtain than information re-
quired to apply the conventional drawback wheneve_;' the conventional draw-

“back allows refund of import duties paid on imported inputs more than one

stage back.’ .

Importing t;ountries that wish to challenge the 'general‘lzed dravbick
provided by the exporting LBC would naturally have to focus their attention
on the structure of costs, sin. e boih the tax rates and the effect on wages
are public knowledge. |

CI}allenges would have to be based on calculations showing that with a

plausible cost structure and the existing taxes and cost increases for
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Tabor, the rate of export subs_idization i5 excessive, Vhe plausible cost

* .

stl:uctqm can be taken fro?m the importing country's industrial experience.
The soiutiop to the dispute ;ill then consist of evaluating the relépective‘
cost structures. If the exporting ‘country “can @cmnt that 'I;s cost
"itructure corresponds to the factss then the export subsidy will stand.
since the justifica‘tioh for the subsidy s to offset cost Increases in

fact incurred. The forum in which conciliation between importer and

éxporl:er will tal_:e place is a matter for intergovernmental negoiia‘gion,

but might well fit into the GATT organizational framework.
) ‘ Application.of the generalized compensatory subsidy requires the same
cost structure information as the application of the generalized drawback,
.and requires’ in addition the avaflability of a set of shadow prices for ' -~
the inputs and outputs. .1lje first of these elements_ cap be obtained in '
the manner described abové; shadow prices would need to be calculated by -
. the government and announced publicly on an amnual or sem::-annual basis.
Furthermore, the shadow prices should be the same ones that apply to the
. government's own fnvestment activity. Disputes could ;gain arise regarding
" the cost structurei however, disputes would not be appro-i)riate with.regard -
to the Shadﬂ';\‘ prices unless the exporting government failted to use the
same shadow prices on which export subsidies are based in fts own investment
plapning. Where there was co;si_derable fear and justifie:j reason to be‘iey
that the shadow prices were tilted to gemerate high export subsiflies, or
were otherwise incorrect, it might be worth considering the possibility of
governments being required tt; negot:ate the vaTue of their shadow prices
" with a suitabTe internatfonal agency, preferably a multilaterai one. thereas
‘such a procedure would appear to have the advantage of an international

setting of shadow prices, it does pose the problem of adopting a single
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< R

world-wide methodology for the calculation of shadow prices and it does Imp’

o,
-

some restriction on Hovernment sovereibnty possibly a restriction in excess

of what governments’ un_:ﬁd find acceftable.

b

VIl. Isplications for the Adapiation of These Subsidy Proposals on the

Productive Structure of the Developed fountries

The type of subsidization deemed acceptable in the foregoing s exclusi
eﬁpoi*t subsidization conducive towards bringing LOCs' productive structures
closer to the unuerlying comparative advantage of. the countries involved. #
a resuit, the chamges in Jocation of world production utnich they would bring
about imply- an fncrease in world welfare, 'lt follows that impcrting countri

'shou‘ld.cooperate n i:r-i"nging about the adjustment process called for by thes

“export suté.idies; in or‘ﬂer to further the welfare of the world as a whole.
" Were importing cuuntries to resfst the changes in their own productive

structures whif:lj dre implied in a worldwide move t0 production consistent

with comparative advantage, the effectiveness and desired result of the

“export subsidies would be lost. Hence, cooperating developed in'lporiging
countries should provide adjustment assistance to those sections of their
produccive seétors which require such assistance in order to be able to

) complete a reallocation process in the face of increased import cmﬁetition
from less developed countries.

It should be noted that while the export subsidies of less developed
comntries produce a reallocation push in the developed importing countiies,
gi.'eater e;:port"revenu;! in LOCs wil? imply a higher level of economic

'_ activity and a higher rate of growth, which will geperate & substantial
‘]llCl‘E&;& in the demand for import~ from developed countries. Thus, the
LDCs will not only produce a resource reallocation push in developed

‘wonntries but concurrently with that they wiil also provide a demand

i

19
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pull effect.mich-will ‘help absorb the factors ok pé'oductfﬁn re'!;agsed from
the, industries in which LOCs nou become exporters into Industries for which
demand by LOCs has increased.

The velative speeds of the reallocatfon push and demand pull effects is
“Tikely to be of major imorl:an;:e in détemining the ability of importing
dcvéoped countries to adjust smoothly to a pattern of trade more in
accordance with the wderlying comparative advantage of all participants
in world-trade. The export growth of LOCS' non-traditionals will be
determined basical‘l)f by two features: 1) the amount of excess capacity
available in the industrial sectors, and its size in comparison to
developed country importing mo~kets, ang 2) the rate at which sales efforts
will achieve penetration into the importing markets. Information is’
ani‘la‘ble on the first of these e‘leu‘nents. and 1nd1cates\that considerabie
potential supply is awailalﬂe.]4 Howevers given the relative size of ~ e
world's LOCs and the markets of the developed pouptries. that export

.supp‘ly is sti11 relatively small. Regarding the effectiveness of the séles'
effoft little direct information is avatlables however, the guess can be

hazarded that sales penetration starts at 2 low level and gathers moment-m

© as it advances, with cumulative effects over time.

The import demand effect on the'part of LDCs #ill occur roughly at the
same time as exports inc'rease. since most LOCs spend fareign exchange
earned at about the same rate as it enters their Central Banks' coffers.
It is therefore probably reasonable to assume that &n export prometion
effort based on either of the two acceptable export subsidy schemes

Schydlowsky Dp. c¢it., 1976,

199
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[ ]
would have considerable impact in a five y:ar period. This implies

reallocation of resources in importing developed countries at a speed
vhich is certainly in excess of the natural replacement rate of machine‘ry
Therefore: adjustment assistance needs to be provided from the outset,
in sectors in which it is observed that LOC originating imports are
begimming to appear as a significant part of supply on the market.
VIII. Conclusion i .
Internationa) acceptance of export subsidization by LpCs is justified
on tw alternative grounds: ,
.a) no export producer should be penalized for taxation of his
inputss he should be allowed to co-mpete on Lthe unadulterated
basis of his own product‘lvity. ; .
b) produttion for export should tzke place whenever marginal
social cost in thé producing country is below price (margir;al ]
utility) in the contuming country.

The first justification leads to international sanctio;ing of the
generalfzed drawbacks’ the second to sanctioning of the generalized
compensatory subsidy.

-In order to minimize international problems and to further their own
deveh;p'nent ends, LBCS would be well advised to adopt corpensated de;
valuation as. their “base 1ine" policy and supplement with export
subsidies as d1fferentiation might require, ’

Heither implementation problems nor resolution of disputes seem unduly
cdmpl‘lcated, due to the public nature of many of the data imputs going K
into the construction of the v.alue ot any individuz) generalized drawback

or generalized compensatory subsidy.

209
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A Comment on Danfe) M. Schydlowsky's
"Tlle Stlbsidy and Countervai'ling Dutfes Negotiations and the fevelopind Countries”

Bela Balassa

The Juhns Hopkins University and the
World Bank

In his inter_estiﬁm and imaginative paper, Mr. Schydlowsky makes
three major recommendations. Pest, to the extent po‘ssilﬂe. developing

. countries should transform explicit export subsidies into fmplicit sub-
’smﬂu Ahrough a compensated dega'lJation. Secondly, existing drawback

sckames should be genera ized to offset uxes. and tariffs on all} direct and

- indirect inputs used 1n export production. Thirdly, a gener:a'lized compen-

.- satory subsidy sboy'ld be applied to remove the divergence between the

-

: margisa) socfal utility in consmpt‘ion in the developed countries and the

marginal social:cost in production in developing countries. 1 will deal

with -these proPositions in reverse order. 1 will then make some recommendations

ofwm . }

A Generalized Compensatory Subsidy
The proposal for a generalized compensatory subsidy can be considered
in two parts: adjustment for the divergence beimn marginal social value

' ml the world mrket price in the importing developed countries and adjustment

for the divergmce’”ﬁetuem margina'l social cost and the world market price

in the exporting developing countries. Following Schydlowsky, I will neg'lect
the difference between FOD' expart and CIF fmport prices on the assiption that =
the price paid for transportation servizes equals thé margina'l cost of trans~
portation, ‘
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As to the f"ir_st of these divergencies. Schydlowsky advances the
following propositions: “Norld prices do not reflect consmer.utﬂitaf
whenever il;port ‘dties exist in the major consuming countries. Such
import taxation drives a wedge between world marginal social cost and
consumer marginal utility. Export subsidies of. sett'ing such import duties
are welfare increasing and thus fully justified on world welfare grounds”
(bp. 187) ‘

li;lile billed as a ‘non-conventional' view, this argu;lient represents
the textbook ca;; for free trade based on the loss of consumer satisfaction
due to tariffs. In effect, Schydlowsky suggests re-establishing free trade
conditions in the developed countries through export subsidization in the
deveioping countries at a rate equal to the tariff imposed in the former
group of cduntries. $0 as to reduce prices paid b;the consumer to the worid
market level. .

If export subsidies indeed reduced prices to the consumér by the full
amount of the tariffs; prices to pgoducers in the developed countries. would
declire commensurately. But developed countries can hardly be expected to
countenance undding the protective effects of thair tariffs by establishing
free trade conditions "through the pack door.”

Incidentally, concern on the part of the ldeveloped count;ies with ’
the application of ex;:ort subsidies in developingd countries has had 1ittie
to do With balance-of-payments deficits in the éarly seventies or the ol ’
price jncrease. In fact. exchange rate €lexibility has largel'y eliminated the

need for pratection on balance-of-payments grounds. Rather. one should
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aphasize th.e power of special interest groups, labor and business. in
industr-ies whose comparative disadvantage is not offset by exchange rate
adjustments, as well as the concern of political decisfon-makers with
noneconomic objectives and the problems of adjustment to free irade. .
At the same time, export suhs!di_es would fully offset tariffs. and
thus remedy distortions in consumption in the importing countriess orly if
* certain assumptinns are fulfilled, They include perfect competition as well
a5 infinite export supply elagticities in the developing countries and
TNarinite elasticities of substitution between product varieties produced in
developed and in developing countrfes. ’
Thease assumpt fons ére rarely fulfilled in practice. Thus. rather
than the price paid by the domestic corsumer declining by the full amgunt
_of the export subsidys there may be Vittle effect on prices 1f developing
countries have a small share in the world market ahd export supply elasticities
as well as substitution elasticities are low. In the extreme case. prices:?o
consumers will remain unchanged and profits of exp:r:ters in the developing
countries witl rise by the full amount of the exporlt subsidy.

_ Once we adnit the possibility that domestic prices in the importing
countries may not decline h;' the full amount"of the export subsidy, and
{ntroduce competing developed-country supplierss thie analogy will be with
the general preference scheme Irather than with free trade. Schydl_gwsky's
proposal will then be equivalent to a 100 percent preference tc *~yeloping
country exporters financed. howevers from the budjet of the developing.
rather than the developed, countr;es. The polar casis distinguished here




- 200 -

ere. those of Harry Johnson: price reduction by t!1e full arount of the prefer
(export subsidy) or no price reduction at 11y ‘
Correspondirglys the well-known objections to the géneralized
preference scheme apply to Schydiowsky's proposal .as.‘wen. }'o begin with. -
trade diversion may dominate trade crestion. AlSo, with the ®Ovement towards
free trade awong the <industrial muntries. export subsidies would temporarily

provide comperitive advantages to the developing countries, leading 0 a

resource ¥llocation that may not be sustaimbie in the Yang rvun. At the

same times in sddition to its adverse revenue effects, Séhydlousky‘s proposal
1s open to obje"ctions on adeinistrative grounds which again do not apply
to the geuera]f preference scheme: with tariffs differing amang developed
oouneries.‘ export subsidies wou'd have to vary according to the destination
of exports.

If ke do ndt accept arguments for subsidization based on the »
premise that distortions in qor Amptisn in the developed countries mu1d
be remedied thereby. the question remains 1f export subsidization could
be adeittey on the grounds that’1t would remedy distortions 1n praéuction
ifi the developing countries. Such distor.fqnss resulting 1n differences
beyween marginal social cost and the world market price. are said to find
thefr origin in differengss between the market and the shadow prices of
pricary factors, This proposal may be querfed from the practica) as well
as from the theoretica) point of view.

4, 6. Johnson, "The Theory of Effective Protection and Preferences .
Ecormica. May 1969.
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¢ . Schydtowsky exhiiiits some unease in the face‘ of practical problems °,
b iut he persists nevertheless. In his view, the "shadow price would need
te be eelcuhud by the government and annouru:ed publicly on an annual or
sam’-snaus) basis.” And. “disputes would not be appropriate with regard
0 the sladow prices unless the exporring government failad to use the
.u-e shadow prices on uhich‘ -axport subsidies are based 1n 1ts own fnvestment
 plamning® (p.194). : ,
‘,.-. Bow, few /ddvemnents of developing countries cohsistently use
w shtduu prices ia their in estment planning -~ 1f they engage in {nvestment
. d‘iaming at i1, Ard, the surveiiiance Schydiuusky suggests by "a suitable
internetional agency, preferab‘ly a m‘ltilate(‘a'l one 1n the event that there
oW comiderab‘le fear and sttified reason to beligve ﬁﬂ shadow prices
uere tilted to' 9enerate high export subsidies. or uthencise incurrect" (p.194)‘,
SR too mh’ confidente in the abidity of these agencies to estimete

i

qérrett shadow prices. In particular, notwithstanding the reference to
his uery interesting paper on disequi‘!ibriua exch:nge rates, neither
Schyd'lmky nor anyone. &lse has solved the problem of the cansistent

e§tiniation of shadow-prices in the parcilal eguilibriom fremework that
: 1s Universa‘l‘ly applied.
additionel consideration is that the provisiun of export subsidies
_on the basis of di fferences between the shadow prices and the ‘marlcet prices
of Individual factdrs u;;uld_’nut have the desired effects as far as factor usage {s

concerneds Tii'is' 13 because resource aliotetion takes place in response

W |
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to urket rather than shadow pricess and hence, in {ncreasing output in

response to export subsidies,“@roducers will expand the use of all factors, _
irrespective Qf whether their shadou prices are below or above the market
price,

A more GPPrwri;te solution Is to directly rémedy distortions in
faceor markets that give rise to differences betuee]f sha(iow and market
prices. This conclusioh is strengthened 1f we consider that in semi-
industrial countrl-ies' which export manufactured goods. factor market dis-‘
tortions are due largely to- gou_'emnent actions. ?uch actions take the
form of artificiasly Yowerdng capita¥ costs through a po'l'!cj;',of Yow or
negative real interest rates, the subsidization of capital:fntensive
pub‘lic utilities, and low.tariffs or free entry of capital goods as well
as raising labor costs through social securil;y legfislation and restrictive
regu'lations that *reduce Yabor moﬁililty ’ —_—

“A Genera‘lized Brawback Scheme

1
Having noted that, under iptemational rules, "industries trans-

forming iMported raw materials or 1ntemediate goods into output thap
would be exported have always benefited from 2 cefund of the dutfes pald
on the imported raw materials” {p.182), Schydlowsky suggests that this be

‘extended to 170orts used tn producing domestic fnputs ‘that enter into

export production. In fact, this 15 presently the case as the relevant

GATT rules have been interpreted to relate to duties on both direct and
. 2 . )

indirect inputs: :

?Provis’lons of Articie X¥i:4. Report of HOrkin? Party adopted on November 19, |

1960 (L/1381), GATT, Basic Instruments and Selected Documents, Ninth ,
Supplement, Geneva, 196’1, pp. 186-7, para 5. _, . ) \

>

’ - v
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The same considerations apply to indirect taxes. Intermational

“les permit refunding indirect taxes paid on both direct and indirect
1_|"|puts"|;sed n export production and these rules are widely applied. Thus,
1;1direct taxes on direct.and indirect Tnputs are refunded automatically
under the destimtion principle if value added taxes are employed.‘ And,
under ‘the destination principle, refunds are made for .estimated indirect
taxes pald at various stages of production also in c.ot_mtries such as Brazil
and ﬁexico, which have cascade-type taxes. -

At the same time, refunding fndirect taxes paid on direct and
1;ﬂirect inputs used in export production under the destination principle
“1s not a subsidy since ii: only re-establishes tax neutrality for exports
and imports. 3 Note further that refunds of duties and fndirect taxes are,

. cunulativﬂo there is no danger that one of these would pot be adnﬂssible

Schydlowsky further suggests that' refunds of duties and int{‘lrect

taxes on mterial inputs be extended fn the form of a 9eneralized drawback"

El

" to other cost ftems. These include import duties patd on capital goods, the

increased interest cost due to the need for greater working cagital to
purchase:goods subject to tariffs, as well as increases in labor costs™
resultiné from the imposition gf tariffs on the goods 13bor consumes.
_.lmpor‘-“t'duties and indirect taxe§ on capital goods used in export
production are covered _by 1:1ternatioeal r:ules in the same way as materfal

3Bela Balassa and Michael Sharpston, "Export Subsidies by Developing
Countries: Issues of Policy”, Commercial Policy {ssues, No. 3, Geneva,

" Y1977 -- Under ,the origin principle, neutrality requires that no refund

be made, por are ‘indirect taxes fmposed on imports as under the
destination principle. This aiternative is, however, applied in a few

developing countries. .

" .
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inputs, h e no changes are necessaty on this count. In fact, most
. developing countries provide duty free entry and tax exemptfions on capital o
equipment used in -expont production.
< ‘ In turn, i:here are practical problem§ of estimation in regard to
the increased interest oSt and wa’ges due to protection. Furthermore, the
\ questim arises if "the game 1s worth the candle®, i.e., whether the
\ Jagnitude of these refunds would be appreciable in actual situations. This
issue will be discussed in connection with the proposed compensated devaluation
scheme below,
Cﬂlloensated Bevaluation and the Alleded "lnefficiengi Ilusion .

. Schydlowsky correctly notes that, in cases when the official

{or financial} exchange rate applies to primary commodities while tall'iffs‘

are lévie;i on manufactured goods, the exporter is subject to an imp) icit

. " tax because he pays duty-inciusive prices on his manufactured inputs. He furthi
) ' clmthat t}. 'has caused an 'inefficiency i1lusion’ to exist .

/,aboutrfndust Ty in Tess developed countnes. This i]lushion results.»

| . ffm translating mstic .ir_ldustrial costs into dollars at thg financial »
. exchange vale and finding these costs to be substantially above the price .

) of comparative fmports” (p179). At the same time, in Schydlowsky's vie{,‘ K

.. "mcr; of that inefficiency 15 simpl? the result of an improper comparison

[ .by the use of an exchange rate that is not apphcable to the respectwe

costs" (p» 1791

N .

-3

H

k[mc | - \

Aruiext providea by enc '

— - m




- 205 -
The fact that making estimates at the existing exchange rate
mrst‘ates“leveis of, protection, #nd-of inefficiency, has been known .
for s{u tine. Also, estimates of ‘n“_et,protection. adjusting for the
d\iffeLence betpeen the actual and the f}-ee trade exchange rate, have been
wmade [for seye¥al deve'lop'lng countr"les -..tlowever. these estimates show that
3 cn'lsiderable degree of ineificlency remains even after the adjustment.

&

Similar results are obtained if caiculations are made utilizing

* the [tari ff data for ﬁrgent'fna presanted by Schydlowsky. In the examples
given in Table 1, at the end of this comment, it 5 assumed that material

. inputs and value added each account for 50 percent of the value of domestic

t for both semi-manufactures and finished manufactures, and that all ‘
,,nteria'i inputs are impnri:eii.5 Norld market vaiues for output' and material .
. 'Iniimts are now obtained by deflating domestic values by the tariff. ‘ ‘

;‘ _ In the case of finished manufacturas, we find that adjusting the
d?n;stic va?ue of cutput by the 218 percent tariff and that of the material
1hputs (semi-manufactur'es) by the 10° Percent tariff. we obtaln an effective

te of protection of 567 percent. ln turn, for seni-manufactures, which
USe raw materials subject to a tariff of 50 percent on inputs, the result is -
g45 percent. The high effective rates of protection thus point to a,con-

!siderabie degree of inefficiencY in Argentine industry

j + - L

f‘ Bela Balassa, "Growth Strategies fn Semi-Industrial Countries”, Quarterly

| Jdou ourna) of Economics, February 1970. '
§

;

5pela Balassa. The Structure of Protection in Develtaping Countries, Baltimore,
Maryland, The Johns Hopkins University Press, 1971, Ch. 3,
570 the extent that material inputs are produced domestically at a cost exceed-
. 1ng the import price, the efficiency of domestic industry wWill be overstated.

It lnay be objected that part of the high effective protection may be due to
excess profits. Argentine profit rates are not sufficientTy high, however,
for this-to be an_important consideration.

e,
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The numerical magnitudes are affected, but the genera) conclusion

remains unchan_ged‘. if we follow Schydlowsky in making adjustments for the

‘e.ffects of protection on wages. To take the case most favorable to
Schydlowskys 1t will be assumed that value added consists entirely of wadges.
In turns wages.are assumed t0 be spent in equa) proportions on f‘ood's‘t.uffs'
finished manufactures, and services, where the latter consist largely of
waoes and can be disregarded. Mow, with a 9 percent expori tax on
foodstuffs and a 218 oercent tqriff on finished manufactures, the average
duty on goods consumed by labor will be 42 percent.

Correspondingly, In addition to the 14.7 pesos tariff reimbursement

. on material inputs, domeshc pmducers of semi- manuf_;ctures will now receive

a 14.7 pesos reinbursunent for sariffs lmposed on the goods Tabor consumes:
tota?ling 31.4 pesos. This cornpares‘uith 52.2 pesos, the absolute differences
betueen domestic and fmport pr"fcﬁs for semi-manufactures "Indicating an

excess cost of 20.8 pesos over ﬂnd above the“-tariff re‘imhursement. The

‘same canclusion applies to f“fnished manufarcl:ures uhere the total amount of
tariff reimbursement w111 be 40.8 pesos_and the price Jiffemnce 68.6 *
pesos. u‘lth an unreim ursed excess. cost of-?Z.B pesos. b3

Let us consider Next the“élfﬁs °f a compensated devaluation'on‘
the numerical resuylts. Taking Schydiuwsky's example of a 50 percent deva'l-\ .

(1
pation accompanied by a corresponding reduction in tariffs tari’ffs on

-material 1nputs wil? disappear 1n the case of‘ semi-manutactures so that no |

refunds wﬂl be reqmred on this count. And, with 2 39 perent export tax’
on ‘foodstuffs, adjusting for the cast of goods consumed by labor witl
f‘eQUire an additiopa) tax of 3.1 pesos rather than 2 refund.” By contrast, o

the excess of domestic over world mirket prioes 'Is 28 .3 pesos.,

¢
4 - .
‘ - »
+
.

a f?rtiori- the same conclusion appHes to industries that use foodstuffs
as 1Inputs. .

S A
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+ which Schydlowsky apparently excludes.g.

- go; -
" Thus, notwithstanding the decline in effective protection from
MSpercent to130 percent, the excess cost of domestic production has
increased from 20.8pesos to 31.4 pesas following the compensated devaluation.
The same conclusion applies to. finished man;nfactures where the effective
rite of protection s declined from567 percent to 346percent yhite the
excess cost of domestic production has increased f 27.8to 41.9 pesps.
) It appeers, then, that while adjustment for a compensated devaluation, "
Towers the measured effective rate of protectfon, i.e. the percentage
axcess of domestic over world market value addgﬂ. it increases the measured

axcess cost of domestic production in absolute terms. And.while too much

. should not, be read into the comparisons of the r2sults without, and with,

colpensat;d’ggvaluation. the existence of inefficiency is nevertheless
apparent..» “" !.": kY i )

This §5 not to Say that a covpensated devaluation would not be

~ desirable, Suggestions to this effect wure made by the present author in

1966 for the sake of 'improving the competitive position of nontraditional
exports in the developing countries 8 More recently. it has been recommended
t0_combine ?\cowensated devaluation with fmport subsidies,.a possibility

Hote further that over the past two decades [sweral developing
countrias have carried out coupensated devaluation, uith favorabie effects
on thefir nontraditional exports. There h_ave #1s0 been cases of_explicit

»

B!:f Bela Balassa, "Integration and Resource Allocation in Latin America”,
aper presented at a Conference on the Next Decade of Latin American
velopment held at Cornell University in ﬂpri] 1966 and-at the Conference
on Strategies for the Foreign Sector and Economic Development held in .
Suenos Afres in September 1966. Published {n Spanish in Comercio Enterior,

September, 1966 and in Estrate_gias ge Industrializacion Fara |a Argentina
{Marie Brodersohn, ed. uenos fres, Institute Torcuato di Te]la. 1970.
9ela Balassa and Michae Sharpston. "Export Subsidies by Deveioping
Countries: Issues of Policy", op. cit.
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fmgovt subsidies for foodstuffs, thereby reducing the cost of goods labor
consumes mi moderating wage ctaims, which would have adversely affeotgd
the competitiveness of exports. Also, export subsidies over and abOue. tax -
a;;g tariff rebates have come into uses leading to further increasos_in
nontraditional exports. Thiss in turn, brings us to the question of the
economic justif!cation of .export subsidfzation in develoPing countries.
Export Sybsidization in Developing Countries ‘

We have seen that }tﬁg proposed generalized compensatory subsidy

is open to objections op ﬁraﬁical as well‘ as on efficiency grounds. ‘In
turn, refunds of tariffs and indirect taxes Paid on inPuts used directly
or indirectly in export production are acceptable upder international mles

and have been used by most develdping countries. At the sanse time, rofunds

for tar‘iffs Tevied on goods consumed by labor may not amount to muchs given
. the tendency observed in many develop‘ing countries to keep down tne cost of
living by'the use of subsidy measures as well as the increased reliance
. placed on conpensated deua‘luatioli. And, as tariffs continue to be used ip
Y developiog countries. and show a Pattern of escalation from lower to higher
+ " levels of fabrication, tariff refunds on InPuts faji to eliminate discrimina-
tion against exports and in favor of import substitution 10 ’
Such discrimination interferes with efficwnt resource allgcation
i and it has been shoun to have adverse effects through the expansion of
b high-cost import-substituting industries, the loss of economies of scale,

and inadequate specialization' eventually leading to a slo’uing-down of

1Ot wil) be recalled that the refund of indirect taxes under the destination
s . principle is oot a3 “genuine” subsidy; rather, it re-establishes tax neutrality
for exports and for import substitution. )

.. \ o212
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economic smth.“ Conversely, countries that have provided equal incentives
b to exports and import substitution in the winufacturing sector have exhibited
t, A rapid gmth of exports and (L
2 Wnile the provision of egual incentives to exports and import sub-
T stitution-in the nnufacturing sector of the developing countries is justified
on efficiency grounds, intemational rules are asymmetrical in the treatment
of the two, Thus, while import protection is coasidered to be in the
s+ purview of every country. importing rations may employ retal jatory measures
in usosulmreexport sutsidies have been granted.
The asmmetry 1s notqmrranted. however, since import protection
and export subsidies are symmetrical in their effects.on the economies of
foreign countries; they favor domestic productio. at the expense ot foreign -
; industry that will ba adverse)y affected in its export or in its eun domestic
b markets. Accord!ngly; the question of export subsidization becomes part .
of the broader issue of preferentia‘l treatment to manufacturing acti‘vities

in tln; developing countries.

Such treatlnent. is uarranted because manufacturing activities \

provlde sncial benefits in the form of the pmduction" of ski'ned labor
and technological change that are not fully captured in’ the entrepreneur $
profit calculations. There gs 3 difference 1in this regard betwesn manufacturing

t
. —— pm———

. Vet 8ela Balassa, “The Structure of Proteétion in De_ueloging Countries,” ch. 4.
%5, e e,9. Bela Balassa, l‘E":‘!|:»tirt Incentives apd Export Performsnce in Developing

Countties: A Comparative Analysis“, Washington, D.C., World Bank Sta¥f
Working Paper No. 248. January 1977, °
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énd agricultural actjvities as the latter genérally use less skilled labor
#nd, mareover, technological change is promoted chiefly by agricultural
stations rather than by individual farms. And, although jdeally preferential
treatment of unufacturing activities should be pmvided by pmduction .
sl.lbsidips. these are not practicable in most developing sountries because
of their 1imited capacity to raise taxes, so that a combination of import
tariffs and export subsidies would need to be used inste?d]3 )

While fmport tariffs cum exgort subsidies on manufactured goods
produces by the d‘eveloping cou.ntries are warranted on econgaic grouras,

. 1t would be desirable to Jimit the extent of export subsidization, so as to
assure that developina countries do not employ excessive subsigles that . .
distort competition and. involve an economic cost to them. 1 sve elsewhere d S
suggested that tinis be done by adopting international rules to_l‘im’.t the »
acceptablie rat.e of expc"rt: subsidy to the average tariff on manufactu.ed
imports in the exportinﬁ ‘:w:n:lni:ry.]‘1

This proposal represents an application, of"tr_le *market principl'e"
by providing equai incentives to exports and import substitution in the\

* manufacturing sector of-each develo})ing country. At the same time, the

necessary dats are easily ascertainable from the customs records of any
wunéry‘ Thus, average tariffs can be caiculated as the ratio l.‘;-f..'-taviff
revenue to Import value,

a | Ty

13for a detailed discussion, sce Bela Balassa “Reforming the System of

- Incenti in Developing Countries”, World Development, 'June 1975 ==
Repupiiched in Rel: zajassa, Pol icv Re%orm in Deveioplng Countrios,
Oxford JPérgamon P'ess. 1977, ¢

14 Bela Halassa ard Nichael Sharpston, “Export Subsidies by Deveioping Countries:
Issues of Polic® op. c¢it. == In the same paper, the appiication of internationa’
rules is proposed to exclude particular products and countries showing evidence
of superior conpétitiveness from the scheme and to admﬂﬁcter injury provisions
in cases that fall outside the scheme.
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It has been objected that countenancing export subsidization in the
Geveloping countries would reduce pressures for tariff reduction in these
countries, Exper'i‘ence tndicates, however, that in practice.the opposite
. has been the case, Thus, by easing the forefgn exchahge constraint, export

* subsididation has pernitted developing countries to 11beralize imports as
they are now able to aveld excessive {mport. substitution. This conclysion
applies to countries in the Far East, Such 3$ Korea and Taiwan and fin
Latin Aerica, such 8s Brazi) and Colombla.

Finallys 1t should be enphasized that, since deveioping countries
tend to spend the entire increment of their foreign exchange earnings.
ncreased exports due to export subsidization will give rise to incr;msed .
il,:drts. i Thu:. the acceleration of gconomic growth in thése countries

of export industries where they possess comparative advantages. At the
swme time, th;ough an intensification f assistance to import-competing

tndustriess the problems of adjustment could be reduced. ,
. : N
H ' . I

Y 4 : ~

-

Ted by exports wil) benefit the devefoped countries through the expansion ~

Y
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A Comment on Daniel Schydlowsky
-m Sllsi‘.r and Countervailing-Outy Negotfations and the Developing Countries™

e

I . Matthew 3. Marks

Wender, Murase and #hite
. Attorneys-at-iaw

T . F t
1 think befove starting, I should say something about my background
«  bothuse 1 have hnrd the heavy economic coloration in everr{ng that has
boen said here. ! am not an economists I am 2 Tawyer. I have had many
yoars“responsibility for administering the Countervailing Duty Law in the
Ireasury Department. 1 alsc had expcrience in GATY disctssions. representing
the Unfted States. My conents are 90ing to be colored by this background
The thesis of ?rofes,lsor Schydlowsky's paper is that a. theoretical
. comparative advantage should be calculatedqfor each deyelsping country based
von; ' ‘; '
] ':mi" a) cost structuresi =y

b

-t

b) lavels of taxation of inportsg

Y

c} repercassions of taxes on the norinal wage Tevel.
. Each developing country should be allowed to subsidize its exports to

O “the extent that the subsidies are consistent with the country’s theoretical
. comparative advantage. Importing codntries of the developed world, in making
the necessary internal zdjustments to these subsidiess wil) further the
welfare of the world as a whole.
2 . A rumber of comments can be made with “egard to this thesis:
' 1. l!nitedrto_qc:e_rn of Nations in Norld Welfare

- Isporting countries of the developed world will be prepared to
, © “take measgres to further the welfare of the world as a whole only to the
- .,-‘ extent that these medsures are not incon‘sistent with what these importing

* [ - ¥

~ - 3
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countries desm to be thefr owm uelfan... Developing countries are ul.euise
- corcerned primrilyy if not entirely, with their own welfere, To nut 1t
bluatly. the iaterests of developed and develaping countries n world
welfare 15 strictly circumscribed. I highlfght this verY obvious fact
bacduse of {ts imPortance t0 the Myltilateral Trade Negotlatfons. They
will succeed only 1f they are premised on reality.

2. Obstacles to Mations Seekirg to Advance Their Own Welfare

Even she concern o natlons for their own welfare 1S cyrcunscribed.
Examples are:

a) the unwillingness of developed tauntries to submit t0 required
T——economic disciplines, such as restraint in the use of energy:
and '

e
b) the failure of even relatively wealthy ceveloping covntries to
_ take steps clearly in their own {ntei-es't to rake foreign
investment attractive. This s high'lig‘!ted‘in an artic}e In
the Uashiggto n Post describing the current scene yp Higu.wia.1
3.. Need for DisciPline of Market

Discipllne is required for both develofed and developing countries
to act 1n their tong-tem self-interest. w;_pefully. the Yond-term self=
interest of nations will be consiste;t with world welfare. This disciplina
i{s rarely self-generating. The exigencies of the marketplsce. 31though some-
times Brutal, force such a discipling c;n nxtions whe wesld not, of their own
voliglon, subnit, '

IC February 21, 1977 .
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s . £, .ui,d Moption of the Schydiowsky fhesls Undemine {giscli?l ine
. - of the dorterr - R - o
Iter that adoption of the thesis outlined fn the "Schyd'lousky _

paper would rct:rd the ecanomic advance of developing countriies by d_elaying .
thetr 'loaputioh to the realities of thelmrl:et. Screened f‘li-om reality by
international acceptance of expoot subsidies, developing cool' tries would lose
mtﬁer incentivo they migat otherwise have to compete effeItively i the
intmutionﬂ url:etphce. )

5, OthorJJtemtives forihcreasin Trge of Ueveloping Countries . \\"
- l’t uouid be a mistake to provide in the l'inltiiaterell’1 Trade Negotiations
for & blanket ¥ception atfecting exports of developing countries. If - e

) mtions altowing developing countries to utilize. export subsidies are
drawn too broadlys the larger and ueai thier developing countries \o(ll y
quickly drive the ,'qoorer countries ta the wall.* - ©w

It should B2 kept in mind that a tax system Is required o finance '
*export subsid,i;s‘ and the largers wealthier developing countries are far i
better able than the poorer countries to finance such costs. The Hulti-
‘iltera! Trade Negotiations will hopefully result in the de'lineation of
particlar circumstances which warrant special exemptions. Any exanptions
grln‘ted shogld be temporary ao_d‘sub.iect to review for renewil, They should
,take into account competition among the developing countries forI axport markets. :
They shoinld provide for a “graduation” formula. The more successful a
deveioping country bgcomes n 1ts export saless the less it has peed for s

“resort to examption from normal GATT restraints on export subsidies.

- '
i
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Ambassador Hara'ldk Malmgren in an essay entitled "International Order fo
fup1ic Subsidies”, prepared for 2 meeting in Bellagw. Italy, sponsored by
the Trade Policy Re’earch Centre in June 1976 , highllghts stil another
essential point for the Hultilateral T_rade Negotiations which has not been
a:hquately grasped to date. ' T

:
v

*Stabilizing and making predictable the rules of the game
by which the more developed countries function should be
the first priority of the developing countries .

The issue of special derogations for developing countries
should be viewed as a matter of seccr(dary prioritys in terms
of its economic value to them."

b. (:om:lgsfog ] , .
We should not accept subsidies-@ightly.__ In the language ot Ambassador

Malmgren correctives which appear to be helpful, tend in the"lo:gg-tenn

to lead to econumic distortions which become capitalized and extremely

affficult to elininate. ‘ 4 ‘
Finally, since the Hu]tilateral Trade NegotiatiOns will succeed only,

if based on political realmes. let us pot forget the problem of the

individual producer in developed countries. Ho mtter how efficient he

1y be, he {s not in a position to compete effectively against the subsidy

rasourr.es of a foreign govemment. evan if that government is.a poor

de\reloping r.ountry‘

"~

"

-

—pn P

Harald Malmgren, " International Order for Public Subsidies", a Thames Essay
bf the Trade Policy Research Centre, LOndOn. 1977.

Y

220 . -

. ‘n

RIC \

<
. LY




L. ' ~. . ' . w217 -

- REPLY AND DISCUSSION
DR. PETER KENEN: Thank yous Mr. Marks. Dan, | wonder|If you would Tike

to repiy now or would you rather wait untl) we have questions from the floor?

DR. SCHYOLOWSKY: 1 would ke to respond nows while the pOTNLS made are
fresh €n everybod.v s mind. Let me first respond to Bela's coments. 1 should
begin by saying that 1 am Jelighted that he shares my view that export subsidies
by LOCs .are Jus.if{ed on economic efﬂciency' not only equity, grounds.
JFurthermore, he shares wy liking “for a genera'lized suhsidy. although he differs
on size and Justiﬂcation for it.

Bela does not ke a substdy to couyar the difierence between marginal social

'lcost in the LOCs and margipa'l soctal utility in the fmporting DCs beca;lse:
{#) on the demand side the General Preference Scheme wouldi“e superior and in
any‘ case "trade diversion may dorainate tr.ade creation®; and (b) on the supply
side “subsidies wil) expand the use of factors whose shadow price is beTow the
market Price as well as the use of factors when the opposite is the case.™ He
ﬂso‘cites_ fmplementation problems. s
I will treat thgse objections in turn. On the demand sides two things cap
occur 352 resuit of an export subsidy: (i) price in the importing country can
Y falll‘. with the donsequent fincrease in cOnsumption and reduction in domestic
')‘output; or, {i1) price ,sl-:ays constant and there is only 3 reduction in domestic
‘output. The.world welfare effect of any increase in consumption 15 clearly -
‘positive. The world welfare effect of a displacement of OC production by LDC
préduction depends on whether the marginal._soclal costs of LOC pmdu'ctia:n are
Tower Or higher than the masginal soclal costs of OC production. [ would
. venture to say that under pormal circumstances (i.e.. uhe_n GC economies are
at pormal levels of empioymentj.marginal social costs in LDCS are well below
those of DEs. In the current stagflation this conclusit:n 1% more questionable;
‘huuever. I think that it holds nonetheless. Henc;a\woﬂd uelfare would be

L
LI ﬁ.,l '
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F increased both by the Increage fn consumption and by the displacement of ic
i_ product fon. o ..

k)

Hw What then of the superiority of the General Preference Scheme? Of

importing developed coun?ries_,than ty the exporting LDCs! towever, this
apiﬂies- mt‘ only to a subsidy equal to the importer’s tariff but to any

-

. . course" i‘t is“beti:gr to‘h‘ave a subsidy on LDC exports financed by the
\
- subsidy. including the one Bela himself eSpouses .
; On the other hapd+—I do not. find the argument that trade diversion may
dominate trade creation at all convincing and the reason is that while trade
diversion may dominate at market prices, that same trade diversion will be o
found tg.be world welfare augmenting at shadow prices, to the extent that
marginal social costs are lower in LDCs th&n in OCs. ~ .
Bela’s argument on the supply side is a conventional appeal to adopt a
first best policy. Hhile LDC factor prices remain distorted, however, ‘second
best remédies come into tneir own. Hy proposal is avowedly second best in
kind. Expanding the use of a factor bundle of fixed composition that __&E
v\ ,:‘h@nu(rginal::sngia_l___cost below the utjlity it generateﬁ is welfare creating
notwithstanding the fact that expanding factor use non-proportion_at\e'lr would
. be even more welfare augmenting. The best may be the enemy of the gﬁod,, it
;;es not therefore make thegood into bad!‘ i .
Regarding the implementation pmblem.‘ I‘,am a great believer in the power

of the carrot. Given an incentive to do so, many goveraments who do not

.

now use shadow prin;es in their inve.s.tment planning will begin to do so, the
v ~ international agencies will further sharpen their skills and economists
. will more generally.share nw“convic'tion that shadow prices cam be
consistently esl’:imated. ' Lt
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. x5 - Let me now turn to Bela‘s comment On my proposal for a Generalized

" Drawback. Here I am afraid that he has misunderstood me. 1 proposed that

:

the refund consist of "a)l excess costs compared to the free trade situationm

at the existing exchange ‘rate which resul ts, from the imposition of trade

+

taxation on_impoirts and exports *(underiining added). In particular the
S > drawback should include not ofly tariff‘s pa;d on direct and indirect imports

,.hut.‘aiso\ the increase in the cost of domestically protured inputs that have

«
gone up in price asz a pesult of trade taxation. Those cost inCreases, . o

although tariff caused, zre not covered by current GATT rules.
Aa

Now 1§t me turn to the quettion of the "Inefficiency N1es on" and my-
proposal for a Compensated Devaluation. The first thing I s ould like to
point out is that there is a very important‘difference between t::\e cost
exchnge rates of the various sectt.r;s and the estimated free trade exchange
rate. Hence the adjustment for gemeral overvaTwation in*theé studies Bela
refers l:cb'I does not gg.rrec‘tly adjust for the use of a wrong exchanoe rate

' . in cost comparisons. \

Batassa, B. "Growth S'trategies in Semi-Indusirial Countries", Quarterly
Journal of Ecomomics, Feb- 19705 Batassa. B. & Associates, “"The Structure
of Protection in Developing Countries, Baltimore, Md: Johns‘HopEms Press 1971,

For a careful-e€Rpirical calculation of such rates see Berlinsky, d. and
0.M. Schydlowsky; “Incentives for Industrialization in Argentina“,

- Qccasional Paper No. 1, Center for Latin American Dévelopment Studies,
Boston University, to appear in Baiassa & Associates, Development
Strategies in Semi-Industrialized Coudtries, forthcoming.
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The second fundamenta) fact 1 should Vike to point out is that'the
inefficiency iNusion can and does coexist with real inefficiency. “This is
presumably the point which Bela intends to make with his table where the
strong reduction in, inefficiency %illusion due to 503 “cnmpetlsated devaluation
sti11 lgaves a high leve) of effective protection in place. tHowever
efficiency must be nlea_sured by \:aluing domestic factors at shadow and not
at market prices, thus the _s:gq_i;gl effective rate of protection {= direct
. domestic resource cost of foreign exchange minus one)' and not the effective
rate of protgction as usually measured is the appropr;'ate indicfator of
efficiency. As & result. nothing can be cohcluded from Bela's table regardi

i

real inefficienc.v. . >
I should also clarify the increase in excess (money) cost of domestic
¢ production which Bela claims to fllld as a result of a compensated devaluation,

The simple explanation is that while the absolute amounts rise {due to the

50% devajuation in the financial rate) th gercentage of excess {money) cost
to output cost at world market values stays constant at 44%- for semi-manufacty
and 39% for nanufactures {after allowing for munding errors in the table).
Such COnstancy is not surprising since a fully cqmnensateg de\galuation 1eaves

all domestic relative prices unchanged

’ Thus T must say that [ fully agreg with Bela that “"too much sheuld. not '
be read into the comparisons of the results without and with compensated
devaluation {p 209 ), Iluwever. that "the existence of inefficiency is

nevertheless apparent” (Ibid) fs by no means ‘clear from the table as it

stands. . ‘ y

- 3 L . : - . .

See ‘Balassa, B. and D. M. Schydiowsky, “Effective Tariffs, Domestic Cost o

' foreign Exchange and the Equihbrlmn Exchang Rate", JPE, June 1966, also.
Balassa, B. and D. M. Schydlowsky, “Domestic Rasoum'f'st;s and Effectivg),
Protection Once Again®, JPE Jan/feb, 1972, )
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- Despite his foregoing argumentation.-however, I am pleased to note
that Bels feels compensated dlvatuation  to be desirabie and points out

’

that it has been successfully used by sowe countries.

¥ $é1a 2150 recommends export subsidies, .albeit-ggﬂx\on infant industey
 "amd externatities grounds: I am a'Wt puzzledrat this position in view of
his earljer arguments about the comli;:ations of calculating shadow prices.
f," SureTy the éu;ntiﬁicati’oh} problems involved in infant indhll.lstry and -ext‘ernal-
| © ity protection are nothing short of formidable.- B
. Bela's concrete ;‘e‘cémdatipn.to Timit the subsidy rate to be below. the

ratio of the subsidizing country's tariff collections to imports will

rentler it virtually ineffective. We know very.well that an own-weighted
" import tndex is a downward measure of pro;:ection. Heice Bela's avowed goal

of synl-netry would not be achieved. };Oreover' the worse the balance of payments

situation. the higher the protection of pm‘ducts other ‘U.!al'l food and fuel, but

‘ ¢ (] .
often the lower therefore the tariffs on food and fuel. 1f these two tategories
 absorbed BOY of import expenditure and had zerp tariffs, the subsidy would be

restricted to 20% of the tariff collections on the remaining imports {capital
" goods? essential raw materfals?). Mhy such an export rate subsidy ceil ing would
effectivel} keep the country from genzrating exports can ciearly be seen by

»

- recalling the excess domesfic cost figures from Bela's own Table I.

4Ftw clarity's sake it should be pointed out that a compensated devaluation is
not simply the devaluation required by any arbitrary reduction in tariffs to
maintain the balance of trade constant; it s a carefulTy balanced and of fsetting
movement of tariffs and exchange rates designed to make ron-traditional exports
more competitive while keeping domestic prices constant, The balance-of-trade-
maintaining devaluation has indeed heen known for 2 long time and it s this
type of adjustment touched on by Balassa im his 1956 paoer {See Balassa, B.
“Integracion Economica y ﬁs”i?nacion de Recursos en Amerfca Latina. ” M. Brodersohn
. ed, Estrategias dé Industrializacion para 1a Ardentina, 197D, ?p 53,
Compensated _deya'luation was oroposed as an expor? promotion policy independently
tn the mid 1960°s by M. Dtamand of Buenos Aires {See. "Proyecto de Modificacion
de Ya Estructura Arancelaria-Cambiaria® {mimeo} Camara Argentina de Radio, -
Television. Telecomunicaciones y Afines. Sept. I966) and in 1966 by myself
{See “From Import-Substitution to Export Promotion for Semi Grown-Up Industries:
A Policy Proposal’y Jooknal of Development Studies. July 1967).

]
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'Q'ou Tet me turn briefly to Hatt'a interesting remarks, I fear that he 3

views the Wu)tilateral Trade Negotiations as a “zerc-sum game" {What one gains,

" another must lose). Yet what comparative advantage theory tells us is that trad

expansion can be a positive suim game. » In the attemt to maximize that

posftive sum and distribute it fairly, export subsidies have a constructive

-

role to play. K

Moreover the "erosihon of dis.cipline“ caused by export suhgidics is
Lontradicted by yecent exp'erience. as Bela his correctly noted: Countries
Tiberalize tpeir import trade more easiiy as a r;sult of ez\cport success
than as a preiude to it. Thus §f we want import barriers in LDCs to come
down, we should back the export supports! ' -

Finally, there is the question of equity between LDCs. First of all, the wor
markef is arge erm;gh for crowding out between LDCs to be limited to 3 very
few goods. Setond, as LOCs sutceed in'exporting. their home markets qrow
thus offering new o;?portunities for export on the part of other LDCs 3s well
as DCs. Hence LDC export promotion 1s world market augmenting. Finally, the
finance for thess export devices can be provided by cach LDC itself out of the

;tax revenue which the higher level of ifs domestic activity will orovide fo\r it

+ DR. KENEN: Let us turn directly to comments “and questions from the Floor fol
the next fifteen or twenty minutes.

MR. LORENZD PEREZ - Agency for Intemational Development: 1 sharc the

contern of some of the discussants about Proféssor Schydlowsky's idea of

proposing a compensatery subsidy that is needed because of thg policifs that
the LOCs are following, It seems to me we are talkjng about defending, on

" an .
efficiency grounds, special and differential treatment in the use of subsidies

. by developing countries. If this is so, we should be concerned about uléat is

A
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Tt m of those -ﬂnet distortions that we are trying to correct by

tapesing mwy subsidy. Hence, T wonder 1f it would not be wiser
= m that temporary use of sibsidies t0 correct these distortiohs-be

<titd to some sort.of sechaniswm by uhich the LOCs will change those policies

that originelly ude the subsidies necessary, s .

ll CONSTANTINE WICHALOPOULOS ~ Agency for International Devélopment:
Wy coments are addressed to Mr, Marks because 1 heard him say that iﬂ the .
conwtt of the m. he could enviston a situation under which special
mtions can ba ude for the developi rlg countries The paper presented
by Dan Schydliowsky Presents one case on the basis of which such exemptioﬁs .
can ba mede, Professor Balassa has indicated 2 modification on that
pnrticuhr bosis of exenptions. 1 was wondefing whether 1t 45 Mr. Marks'
view that this basfs for making the adjystment s a prober Gre or nots and
If it s not uhag other basis for exemptions should be made ., and how coyld -
that be administered? Thank you, )

DR. KENEM: m“there any further comments and questions?

MR, PETER SUCHWAN - Deputy Assistant Secr€ary of the Treasury: 1 am
Mr, Marks' successor and 1 also have‘ a bit of &xperience in‘dealiﬁé with |
same of the same probleds that he has encountered.‘ Therefore, my comments
may be colored in the same tion as Matt's.

I am terribly concerned with the administrability of the program as
suggested 1n the Schydlowsky paper. I think, that as is the case with many
of the works 1n éhis area that I have read, the authors tend to forget that
these programs they are suggesting have to be constructed within a legal k
Mrk, especiallt & domestic legal framework. 1 think it is totally

-
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unreal istic to suggest that the United States angress 1leaving as1de 1or the
ment the Executive Branchs is -going to agree to accede to ruies regarding
subsidids in international trade of an fnternational body. whether it be vhe
INF or GATT or the OECD. ,Therefore. we are going to be 13fc with- Some. kind
of law to achinister in this couutry. ahd since the United States has the
single, largest unifie&-mrket for~the developing countries. the question is,
. what shound that bez '
I donot-think the kind of proposal made is administrable . 1 donotthink -
that we could.Tegislate, in accaptable Constitutionel terms, standard_s that
are based on rather vaave economic ce:acepts such as shadow prices, wnich
administrators could apply and which would be upheld by the courts.‘ And so,
I think, that has been one of the prot:letnsslﬁth the Viterature in this area
iln that it has not been based on acceptable 1eg;l standards for administration.
Secondlys the other p[-oblem. that Matt touched on, -is the need to
disaggregate the domestic effects gf foreign export subsidies. It is al /
well and gotd to look at the macro effects and say that You are increas\ing o

worid welfare; but, as 2 matter of fact, if you just look at footwear, for

instance, and look at the composition of the domestic labor force in this
fndustr¥, you are dealing with more than 50 percent women, with workers who, /f .
for the most part, are either under 21 or over 50, and with many minority workers ]

v .
in essence you are dealing with the marginal labor force. lhese are people /

mho donot'have a great deal of mobility, $0 one has to consider the sucial costs
jncurred In the developed country, as a result of foilowing these kinds of
programs. . : !

Final‘ly. I uould just urge those who are profdsing such proarams and.

really believe them to be easily acceptable to talk with the people in 'the

Congress and get the reaction that they have to such a proposal. [ think
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the ae.,eptab‘llit.y. at Jeast in this coun'cry. is zero. It my::bupossjble that

Congress 1 accept special and d!ffere'ltia'l treatment. but, it is goingq s
tn, Inve to be explained in laymen' s terms, to the 535 members of the Unfted.
States Congress. ' .

DR. REMEN: 1f there.are no further questions or comments, 1 will first
ask Dan for his reply 1o some of these comments a;d questionss after which
I Wil ask Ge'ia and Me. Marks for their further comments. )

DR, SCHYDLOWSKY: Let me go directly to a fuLdamental point, the distinction
between first best and second best. 1 am quite certatn it has been on a lot of

' your minds ~~ why offset a distortfon, rather' tl{an getting rid of it? There is

a lot of literature In the field which says that we ougﬁt to attack the root of
the prodlem. In spite of this there exists a proliferation of alternatives
with yankings of first, Second» thivd, and "nth“ best. '

) Now here 1 side with Peter Suchman. Economists and others have been

“preaching.to the uorld to adopt first best solutions for at least a hundred

yurs if not longer -- almost certainly, tonger. But 1t is awfully difficult

to get people “to do it for a variety of reasons=-some qood, Son. not 50 good.
We need to do something which 1s feasible, and 1 may net have satisfiled

,Peter‘s views as to-what is feaeible; but 1 still think that it is a Tot

"better to propose sscond best soluelons, than to fruitlessl} attempt t9

eradicate problems at their source. 1 think if we went to the LDCs or anybody
else and told them\tp get rid of their minimum wage: and free their financial
urket's 'cowpletely. by getting rid of tariffs and any other d"Istortions they

- wight have, they uﬂl thank us very politely, if they are gracious, but will

show-us to the 9oor. Such a mental exercise serves to focus our thinking

toward developing second best measures which compensate for existing distortions.
- . 1
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Now Lorenzo Perez's idea, I thinl:: is very interesting--to adopt t'lﬁase
temporary SEO!‘Id best measures that graduaily Tead to a first\best s{tuation.
This is clearly a suggestion that is excelient, and ought to be explered
further. Is there a way of pl'basin'g things in Such a manner that we wind
up with a first best? Yes, I think a way could be found so that the inter:asts

T T T TTETE TR e W
2

of the LOCS and..t.he developed countries would cofncide and by being gradual, '

L

this method has promise of being feasible and implementabls.

1 would Tike also to return to some of Matt's points. First is the issue of

-

commoitality of .interesc--that the developed countries also have an interest

___-___—.,._...--..__.__.

T, in Tiberalizing their trade in order to enhance woi 14 welfare. However, I
think there is a problem with this, just as there is any time when one adopts

§omething that has costs which are very visible.

’ ¥hile the United States and, other'developed tountries have moved,‘over the
K4 years, towards I‘iberalization. in spite of the faet that it was painful, thi_s
movement has been clothed in arguments about reciprocity and "we are getting
3 some advantages and glving up some others." and So on and so forth.
) The fact of :‘.he matter is that people are willing to incur costs for
gains that they think they will get. However, while the costs of liberalizat
. tic~ have always been cléar, the gains have never been clears yet the costs
" have stiil been incurred. Hemce, it is not clear to .me why one should not
continye tn do the same thing by simply t‘urning it now to the LDCs.
- ‘ There is also an issve here as to who pays the import tariff, and I
am not $0 cerfain that I even really want to stand b);my proposal that the
LbCs should subsidize the equivalent of the DC import tariff Maybe they
should and maybe they sho:ﬂd n.t, | think that is really debatable‘ lt would
 indeed be mech bettes if the developed countnes‘lust el iminate the:___.;griffs

on a preferential basis as Bela has suigested, blit that 7% Merv likely
to happen. . y C

B . L
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But white t;e‘re is a broad commonality of interest, this dbes notapply to
- »y shoe-producing f-i-ienqs §n New Englan}d. They are going to get hit and therg

{ s Just no questiua about it. The United States probably needs to preduce

; some minime) amount of Shoes. Sweden believes that shoes are 2 st;-ateglc aood
and they have enough shoe production capacity to shoe their Armmy. Some of these
t@pes of arguneglts for dorestic pmduction are very ®onvincing and can be
handled without high fmport restrictlons. “And there, I think, the develoged

countries are flexible enough to provide production subsidies for the volume
of output that th2y n:ed. And that 1s the way to do it. i

-+ There is the more fundamen‘tal jssue thalt' this point ratses, and unfor-
tunately. it makes me fee) that I have not been clear encugh il'l.[f papbr, 1

thought 1 had managed to say 'that the term of competition for expartérs

in less, developed countries were not fatr terms of competition--that th‘ey -
were hobbied by taxes, which take the fom\of hiah $nout costs, Exporters .
are not competing on a fair basis. such th;t this trend in competition has

bren skewed by the structure of Input costs. I also indicated that there s

is a longstanding principie that the terms of competition shmild be fadr

in the legal sense. Therefore, it is lefidimate to adopt measures that’

restore that batance-~that corpensate for the existing ang pre-existing
unfajrness in the terms of covpetition.

Concernii:g the 4egal argument, legal thearists and lawyers are very
clear about their desire to be cons!stem.:. {If A is acceptable, then guhich
{s equivalent to A, must be acceptable alse). Now §f ore accepts the c}:ncept
of devaluation, thon the exact &quivalent {namely, the export svasidy) ought
® be equally acceptable. In fact, according to current ie€nal arrangrents, it
is not. This seems to point out a legal inconsistency, and we need to do Sove-
thing about that 5f we do not want legal princinles to be aleied in an 1ncon-
sistent fashion. This straightening out of any inconsistency sfmply responds ’

to good legal practice. ,
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- well, my Jast point deals with the aceiinistrability of ry froposals. Hy
second one, which 1s the generalized-coepensatory subsidy, would certainly be
the ;ore difficalt to adeinister becaste Of the 1ssue of agreef™ dn shadow

! pricas. ' _
The other one. which 1s the geﬁera’lized drawback, Is guite easy to .
sdminister. I-think that Congrass could Predably be con\rinC!d of this. ]'
) would be interestcd 1€ 1 could get some rore detafls on nhy you think this
is diﬂ'icult to do. '
“The strange thing_\‘about such proposals s tint thote which had appeared
- very difficult to apply twenty years 290, Toue t;nite si=dle to us now. There
45 a learning process which has been tzking place. fad 1 do aot think that
one can say: ¥ell,. it is so gifficult to do, let us not even bother. Hecause
that fs 3 statement that Says that tbe husen betny“cannot 2earn {ang thet
Gongressmen cannot Tearn efther}. 1 thint Cengress*en ¢in learn 11%ke the
. rest of us, ‘
.50 with that optimistic note, let ms stop. )
DR. KENEN: Beta, 00 y0u have eny concluding cments you would Vike to make?

1 DR, BALASSA: Yes, 1 would Yfke t0 start yith “the 1edrning Pricess.” Indeed.

. what 1s the iepartant lesson which the £pCs have learned? lt is that cwDensated
deulq@tions. which D3nny and I have Lesn recorrending for fifteen years, will
favorably affect {ndustria) exforts. They Save also Yearned about the effects
of reducing distortions {n capital markets &5 well 25 In gcods rarkets. Quite
& nusber of countries have incorporated this learning ‘lntt; thelr trade Poifcies.

Korea and Taiwan are exa™.)es and there are cthers a5 well. These success~
ful cases 4ndicate the nded to continge advising the LOCS now t2 1r-prove thetr
pollcymaking in the future.

o _ 232
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" Let me com back t0 the question which Danny agaln raised -- the

Meed for a symsetry of treathent {s well understood at the World Bank X
Ae noted 1n my joint Nper with ﬂicheel Sherpston. 1t does not make sepse to )

" countemance tariffs and riot to countenance expart subsidies because they havé

the somk offect On domestic production 1n a developed country. With tIJC- .

" faposed tariffs, the developed countrles Iose‘foreigu saless 1n' turn, 1 1L0Cs

Py ‘subsfdies to industrial exporters, developed countries lose domestic

" sales. Ilore recently, this‘idee has beepn endorsed by the tinder Secretary for

T for syluetrice! treatment of tariffs and subsidies.

Economic Affairs of the State Departments Mr. Richard Cooper

e have further proposed that developed pations accept export subsidization
of ‘menufactured gocds to the 1imit of the average tariff in the LBC. This is
sy to measure, We have information on tariff rates as well as {pformation
on the value of the inporcs $0 that or* can easﬂy derfve &n average tariff,
While the coocept is imperfect. the measure 1s simple Lo derive and will atlow .
- DR KENEN: Mr. Marks, do you have any corments? - - “

. mm:s Ves.' The first point 1 want to make Is that when you take the
second best approach. which {5 to compensate for distortionss you create &

new problem; namely, that you have removed all pressures to elimirate these

*distortions, unce you have compensated for them. And that, I think. s a:

" disaster, because we should try to move toward the elinfnation of distortions. Ry

Second'ly. reference has been made to the cumpensated devaluatfon. which
of course apPtars ip the paper. This. of course. would result in a multiple

txchange rate system, 85 I understand ft. which recognizes the actual situation

- based on the commodityTixes oi‘ the deveioPing country. - ¢
¢
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) Under the traditional countervatling du.ty 1aw, as interpreted by the
' ‘l'l?ﬂ:ury Department ; multiple exchange rates can be interpreted to be
bounties or Jgra,nt.s within the meaning of law a‘nd th;ay have been counter:
= vafled 2t times. ) )
. OR KENEN: Could we pause here to clarify that point?

M. MARKS: Surely. - ] '

OR. KEMEN: -Th_e cwtnsated.dwa‘luatjon is not a mitiple exchange
r.te practice. Tt fnvolves a change 1n the financial rate in response to
changes in trade taxation. You have only one explicit officfal exchange
. rate -- uhich.is devalued 'compared to its pre-ex‘isting Tevel} -- b\;.lt you

have Tower import dutie.s and hiyiZr export taxes than you had before.
. . DR. BALASSA: You change the basic exchange rate, and alter tariffs
and =xport subsigies. ‘ ,
HR. WARKS: A17 right,
. MNow then, the thought octurs to me ~- this comes to Bela Balassa's
) thasis -~ that we ought to have export subsidles to compensate for import
tariffs. As I see this, {t would take away the powers of decision from the
developed countries that originally fnposed these import tariffs. -
DR. BALASSA: 1 am sorry but this is not correct. )
The proposal is that a develoﬁhg country 1ike, let us say Brazil, has
an ;vemge tarlff of 25 percent.’ So develoged nations would countenange
a 25 percent actual substdy in grazil on n-mnufatftured goods -~ taken as
& counterpart of accepting two tariffs. °
MR. MARKS: S0, we are back to the first point I made that this
removes pressure to reduce the original tariff. Hence, do we want to
remove these pressures, or do we want to be in the situation wiere f:lfty

year§ from now grazil will still have a 25 percent tariff?

233
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Ifw da mot lccept 2 pg'oponl such as this what do we do? I have
= " mady wlagivings about any broad derofation which would permit an imposition
‘of. oport su?sidieg 'I'ree of & Ticense under 2 GATT umbrella. I think this o
is-on ‘lﬂistic a;ﬁrﬂch. [ think that, basicallys it has to be looked
LY prduct-by~§r0duct and country-by-country basis Then from thai:
-" v mm grow a rezlization that it.is possible t6 perhaps establish

“ f.,.{,;,

some Tile for 2 broader derogation.

_ DR, BALASSA:- !'h.'f I have one minute in which to comment on that?

I think that the opposil:e 1s the case -~ that my Pr‘oposal would increase
thg prtssure_for I_:criff reduction. 1 suggest this on the historica) evidence:
countries that had imposed export subsidies have been able to reduce thelr
tariffs because thYOUSh exports they haye obtained the forefgn exchange
necessary to pursue 1ndustrialization‘ strategies without encountering foreign
sxchange constraints. '
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Chairman's Concluding Remarks

-

iJR PETER XENEN: Before)l try to perform my conc]u&iing duties, let me, .
on behalf of the sponsors and all of you. thank those who have presented paper
todays those who have discusscd them, and themembers of bhe audfence who _ ’

participated in the discussion. N

lt is my difficult task to draw this discussion to .ai concluslon. If y;)u
are awaiting a synthesis ora smgle set of recomendatiohs on all. the issues.,
you will be disappointed. All that I can hope to do; and, T will try not to ta
long dotng it. is to offer some thoughts that-occurred to me as | read the pap
and Uistened to today's discussions. ’ ; :

In this morning's discussion, I detected some reluctance on the part of
speakers. the discussants, and membeérs of the audie e. to endorse more extens
and pervasive differential treatment for the exports of developing countries.
We have, 0° course, gone {n that direction in }gr"eeing to the‘GSP ~ t there
would seen to be reservations about further movements f§n that direction, in’th
administration of BRs, and in the administration of safeguards.. -

There was general support for moving in the direction of special' measures

using the distinction drawn in the first paper. i.e., to single out products o

comerciél-policy problems that are of special interest to the deueloping
countries $0 as to give them priority in the process of trade liberalizution.
But there was no such support for permanent or temporary differential treatmen
within particular policy domains. This is partly for the reason emphasized
several times, that the granting of specific differential treatment creates
constituencies opp::osed to further‘liberalization. even as the granting of the
GSP has created a constituency that is lobbying actively agaiast further
multilateral tariff reductions because they would reduce margins of preference
presently afforded the LOCS.
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Schydlowsky's ‘paper is exceptional in that it argued for a double standard
for reasons of efficiency, not just equity. If his proposdl were carried to its

Togical comlus\.ion. incidentally, developed countries would also ha‘ve to offer

export subsidies to the extent that they have import duties, or to the ‘extent

t!1a‘t they haveé internal distortions -~ and they dq have internal distortions.
Here, efficiency is the criterion for allowing export subsidies, and equity is
the bas;sc'for allowing LDCs exclusively to use them.

1 do have some reservations. nqt only about the details of the proposal
made this afternoon, but also about the general principle. Thaere is, of course,
a rationale for differentiating on a political basis, as well as on an adninis-
trativé basis, betweén the issues we talked about this morning and those we
talked about this afternoon. It is, as I suggested in my opening sentence

‘this afternocon, one thing for us to agree to modify our own practices in trade

with certain countries. It is another to aldow developing countries to do things‘
that we, the group of developed countries, do not ourselves do.

Very different pol:itical overtqnes attach to those two types of permissive~
ness. And there may be a stronger case for granting more freedom to the develop-
'In‘g countrl;:::o do t'.hings ve do not a«llo-w ourselves to do than_ for us to puncture‘
our own rules and practices with exceptims that may bg difficult to administer
or contain, or which generate political aorasions as we declde that oné country

is eligible and another is not or withdraw certaia concessions as countries

-

graduate from one category to another.

This leads to one of ny objections, and that of many olther people, to the
present GSP. The con;petitive-need formula, on the basis of which preferences
are withdrawn, may sometimes be tantamount to a marginal tax\ ratg in excess of
a huridred percent, It may penalize success so heavily as to nullify the longt

run benefits of the originai concession.

- . +
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_— ; \;E_me turn now to specific issues raised in some of the papers todsy,
and Tet me also offer a s:uggestiOn_of my own ha.ving to d¢ with ;he' complex
of GR ‘and safégttard problems that are probably the most important that we
face if we probose to preserve a }iberal trading order.
.Dealing very briefly with the Subsidy questicn discussed this afternoon,
.MSW".Y SUQBCSG to me that countries which subsidize exports in order to off-
set ti‘eir own protective import tariffs may thereby forego opportun?hes to
reduce those tariffs- by subsidtzmg exports. they may diminish the exporting
™ industries incentives to Tobby agamst tariffs on their mputs There is a
Fonstituency, afEer all, in an export-orientad developing country, that should
be opposed to import tariffs which handicap its doIng business in world marl:éts
Tﬁat mnstituenéy should be strengthened, hot weakenad.

Going one step further, the theory of the second best -- if 1 recall it
correctly in all its MIT p?ermutations -~ 53ys that a labBr-market distortion
should be offset by a factnr-m;rket subsidy» and not by a goodS-ma_rket subsidy
or by one paid at the border when gao_ds art exported. Thus. when we are
concerned with the effects of labor-market distortions, including minimm
wages and inflated labor costs caused _by high wage-gond prices due to import
restrictions, we should fecommend across-the-board lahor sybsidies. As 1
understand the present GATT rules, these would not violé;:.e the rule against
export subsidization, . ) .

If one is to make a case for export subsidization, it should be based on
the narrower argument that special handicaps are encou-tered at the border,
But I would answer this case too. with objections based upon practicality. A
few y‘ears ago. some of us were involved in what seemed at first o bé a simple
exercise; it was the attempt to calculate cyclicall.\:@adjusted -trade balanfes
and to decide by how nuch the nnjted States should devalue the dollar in order

to achieve a given improvement in the cyclically adiusted balance. In spite of

-
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t'hg!lrse smount of econometric work that had gune fnto the estimation of
ag9regate tride equations, there was no agreement on the numbers. apd for
good potitical reasons.’ Heres toos we may underestimate the difficulty of
a;ﬁ’lnisteriag what may seem o be a simple rule for subsidization with the
degree of agreement-and transparenty required from a legal pofint of view.

*. Let M turn now t,b the subject of this mrning"s meeting and cal)

) !
atm“fion to & propofal that was mede several times in the paPers and in the

' discussﬁon. It 1s to use 3 tarfff quota to deal with market disruption.

For‘ﬂme of you who are pot famil'lar with its the tariff quota imposes a
basic Eariff vate on 2 specified quantity of imports {the quota) and a higher

* tariff rate on quantities in excess of the quota. 1 would argue that a

'tewér—ary.tariff quota may be the hest way of dealing with a market disruption.

If there.is to be relfef temporarily from import competition, each of the
countries already exporting into the affected market would be granted a quota
based on 1ts historic share. with some part of the total quota remining unal-
Ipcated So that new countries can enter the market {pn.stated amounts at the
old, low tariff rate. Imports from 2ny country in excess of its quota would
enter freety pyt would pay a much higher tariff rate. Countries experiencing
impmvefnents in thefr competitive positions (reductions in their marginal cost)
muld'othus be able to take full advantage of those- improvements even to the
extent of displacing goods fn:;m other countries within those countries’ quota
lin{its. The tariff surcharge imposed beyOnd quotas would have to go to zero
gradually, according to a predetemined scbedule. Just as any other temporary
safegu_g_rd relief should vanish gradually.

There. are several reasons for going in this direction. First, the dis-
tort‘lOn_s introduced by a tariff quota. both 3s to the source of imports and
as to the freezing of patterns of comparative advantage, are smaller than the
distortions introduced by an outright quota. Second, 3 tariff quota avoids

to some extent the problem of penalizing, through a upiform increise in tawiffs
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or an absolute quotas countries that are‘:_y.ot "responsible” for the inmediate
irliurys e the upsurge of fmports that has gemerated demands for relief;
the pre-exiseiﬁgquantities of goods would come in from those countries at .
the 014 tariff*rate. Third. the tariff quota has the advantage that there is
precedent for a scheduled reduction of tariffs (that is how the Kennedy Round
trade concessions were phase\d jn), wheveas the precedents for liberalizing (#s.
as in the 0ECD code of thé '505. li"e Tess satisfactnry. There was more pro= ‘
crastination, more concealments more back and forth movement in the adminis-
tration of those provisions. ’

The only cases in which 1 would permit retaliation would be one Tn which
a coyntry failed :;fde by the s_chedule for reducing the tariff surcharge or
one in which it impdsed safeguards of any type without 1iving up to the procedura
standards thet .Gerry Meier suggested. It s, 1 believe, incréavingly fmportant
t0 have agreed procedural standards. c i

What would 1 Say, then, with particular reference to developing' countries?

It would seem to me desirable to mve as rapidly as possible ‘to new safe-
guard measur:es. especially to tariff Quotas. going So far as to replace existing
voluntary export" restraints and the multifibre agreement. At the same time, we I
should begin gradually to include textiles and other sensitive products uithin‘

GSP, for symbolic as well as economic reasons. The exclusion of sensitive pro-

w

1

ducts, but especially of textiles, is the sorest ulcer in trade relations between

developed and developing countries.

. Finjally. it would be possible to grant preferential treatment to developi‘ng
countries in the administration of safeguard provisionss as by applying the GSP
margins of preference to tariff Surcharges imposed by tariff. quotas. Thuss the
penalty or surcharge rate put in place temporarily to protect against inJury

might be made half as high on imports from developing countries.

Qo 2 10
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: Lat-me mike m.nre comentg along someuhat different llnes. then open the

mting to aiscussion. '\

There my be other areas in\{ade policy that offer opportunities for

Vhl or preferential action in favor of ‘developing countries. I pave in

wind particularly the vast domain of public-sector protection. We think of,

public-sector protsction primarily in relatioa to such commodities as aircraft,

#lectrical-generating equipments and other highly sophisticated goods. ~ .t

.

[

qovernments ar-*e also purchasers of many other goodss including large quantities

ment.

g.

¥

And I should think that the much-neaded codification

 of rules for govermment procurement might allow for limited preferential treat-

My last point has to do with adjustment assistance. It was introduced in

 adherents in the Tast fifteen years.

'{ft.he“éarly"sl‘)s as a substitute for import-reducing safeguards but has won almost
It is perceived to be ineffective.

partly because of remediable defects in the program but also because it confronts

a fundanntal difficulty. 1 can i)lustrate the point by recalling the explanation

we give to gur students as to why there is a well-defined”difference between a .

mrket-disrupting technological change that arises at home and one that arises

abroad.

characteristic of a domestic change.

Taking first a simple mercantilist approachs consider the distinguishing

The beneficiaries and the losers are .

domestics which means that there will be domestic constituencies on both sides

applying pressure for and against protective action.

But when we confront an

improvement in conpe!:_itiveness abroad, the gainars are on ond side and.the Tosers

Are on the other.

it is thus easy to demand that the gainer--the forefgner--

bear the costs of measures taken to cushion the adjustment process.

-
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is téchno‘logiéal change within an economy, the advancin® Sector draws rasources

N

-

-

)
i
i
:




< . ‘ - 23 -
. >

- *

directly and indirectly from the injured sectors. There is a pull of resource

from 1agging sectors to the advancing sector. But when injury occurs—at home

r

on account of developments abroad, the pull is&lsewhere. R source"s are not

- attracted from the injured sector. This suggests to me that our emphasis on
Jretraining and other sorts of adjustment assistanee. measures that are \
essentially pemissiue but do not create jobs, must be redirected We may °
have to go further in the direction of area redevelopment and special '
- s tance to the regions and industries that are adversely affected in orden to

, . generate emnloyment opportunities not merely re-equip workers to 111 oppoxtu
) ties. While T have every faith in the long-run valuc of retraining programs :
the mix of adjustment policies must focus much\mre than it does now on the
~creation of opportunities for persons who are injured.

’ We have a long way to go. anv I am very skeptical of promises that pro-
tective neasures will self-destruct or that a predetermined schedule designed
for the elimination of safeguard barriers will be obeyed un'Iess opportunities
are created at home that aid the comp]aining constituency.

I will close uith the little story that is tbld from time to time aboul
the first reactions of Detroft and Japan to the imposition of automtives
) emission standards. When faced w'th these standards, it is said, the Japanes
hired engineers and the Arericans hired attorneys. I suggest that dur traditi
*>is to stretch out ’SChEClI]ed changes and our lawyers are good at it. On this
pessimistie note let me ask for comments on these and any other red herrings
that may have been drawn across the table in the last few minutes.
DR. BALASSA: I have probler: with the scatements that haue been made
to the effect that foreign trade Jestroys jobs and does not create new ones

in their place. If you operate with flexible exchange rates an increase in

H imports will bring with it a commensyrate increase in exports and a resultan

i_;,_ . Greation of jobs. In addition, f: has been Shown by several people that the
* hl . “

-
i

1
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. Ysbor-intengity of exports and inports does not differ in the United States.
» ‘Ifhis ﬂlns that {f we admit more {mports. we will export more and w_ith the

. ’{ncmml‘exlprts wR‘uﬂ.l create jobs {n the export industries to replace '
. those !ost‘ 1n {mport-competing industries.

AT e
s A

. WRWARKS: 1 Just want to comment on your statement, Peter, dealing
with sdjustment asststance. ) .

) " think 1t {5 awfully difficuTt to view any thing in the area of
t\;nl,just:mt assistance'trnless ue'hface up to the different definitions of

"

that tarm that are prevalent. here in the academic community, in the Congress
and in the Enecutive Branch. ‘To the academic conmunity, adjustment means
tmt yau permit the workers in this countiy. let us say. to move ‘to .another
virndustry where they might enjoy a comparative advantage. As far s CoMdress
. &nd the Edecutive Branch are concerneds adjustment assistance an‘eans' that

with Just a little help, they are going to beef up "and beat that damn com=
petition which is coming from imports.

Thank you. ..

DR. KEHEH. That is extremeu important.

MR. sEzn FEXETEKUTY: It seens to me that we ha‘ve.made'a Jistinction
between two kinds of ad.iustment assistance. lndustry assistance is what

you say has presumably been given to firms to try to beef up their capital
investngent or whatever, $0 they would be competitive. Genperally, the -
support for that kind of adjustment assistance is low. N

The adjustment assistance which has been used has been 1abor assistance.
which basically becomes the s&pp1_emem: unemployment bepefit sort. . This,
in f.atft. doess in a sense. Ilelp to tide workers over the period while they
are looking for apother ‘Job.

i
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% DR. BALASSA: Which might be in a different industry.
MR, FEKETEKUTY: Yes, which might be in a different industry.
. The problem is, of course, in areas. such as uhere the shoe industry
fs tocated, there are not many, alternative jobs This may be a reason
why adjustment assistance is so unpopular with the unions
-~ NS, HORTENSE FIEKOWSKY - Labor Department Professor Schydlousky.
I have been amused by the invocation of adjustment assistance as a sort of
"!wly phost™ to assist the c;uorun advocatin§ help for the LDCS. We have
not found the adjustment programs t00 successfu) as substitutes fc;Rjobs
Io§t due to imports. Even if other jobs were created in equal amounts, new
‘ o;porr.unities donot exist for 01d workers. A 4D-year old man cannot start
at the bottom rung'. When an older man loses‘h‘is Jobs he is permanently out
of a job. A deliberalized adjustment assistance program is no substitute
for a job ‘even if it pays the equivalent of a Job for the rest of a

laborer’s working 3ife.

-

Other developed countries have forms of adjustment assistance not relatec
to trade; and as you knou.‘ they have not found them to}be a meaps for libera’-
Vizing their import restraints on LDC-products.

Finally, l‘ have one general observation. 1 think al thé%e attuf:l‘p!;i. ’
to help LDCs overcome their economic problems are equivalent to ‘a socfal
worker trying to alleviate the protlem of poverty. He have a lot oflspecific
solutions, but the problem of the LDCs Vies within the LDCs themselves and
fs not directly affected by these 1little bandages that we are talking about
here. . ’

DR. KENEN: I hear rumblings from the head table,

Ly
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i DR. SCHYOLOWSKY: 1 think you have got more than half a point there.

LOC governments obviously have to do Tots for themselves. One of the

-

i things they have to do Is diversify their export structure So that the .

e

poth of 'industrial fzation mey generally follow the export route, The

;
:" LOCs® industrial sectors generate output for their domestic rarkets which .
m‘,;‘ are based on Imported raw materfals and Intermediate imports of various

h: sorts. The faster this sector iS Set to grow. the faster it generates growth

ra

"+ 1in domestic employment but the more foreign exchange {t needs. And 1t {s
3

.«

:iust ‘& fact of history that the primsry sectors. which previde the foreign
exchange to pay for the imported 1|;puts néeded by industry, arepnot ‘e to
grow thet fast. S50 these LDCs manufacture balance of payments crises

through their choice of this particular path of inwtrialization which bas
this feature bisilt right into §t. Hence. every fow o~ five years you get

\
"

N a balance of payments crisis in every LDC and the only way to qet cut of

that s by exporting some of the Industrial products. If you tie that
toJether with existing excess capacity al;d a lot of other things. it just
strenqg_flens the case for chronic periodic balance of payments crises. .
* So, they have to help themselves but they can not do it unless sceebody
1s wiliing to abisorb their exports al'lrd this is why the united States and
other developed mnntgie; have to be Prepared to absorb some of their products.
Now 1t would seem.that. although an initfai ocutPut has to be absorbed -
n the developed countries, it is mt‘true that such absorbtion should
dramaticaily. expand becausg 2s Yess de\ehped countries rafse thetr fndustrial
level, they, themselves. will absorb rone of the industrial goods. This
‘market enlargement effect. which some pe;:ple regard as quite significant.
causes Sone cross-‘bauliﬁg of exports and Mworts between LOCS. ¥0 start this
scenaric, LOCs need some purp prining where their exports are 1nitiakly

absorbed exclusively by developed countri?s. This involves accePting those

exports under whatever name. The costs of this could be torne by the LOCS which -~
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. empToy the export sp't;sidles or they can be borne in part-by the developed
Mﬁc;. which fnvolves the use of GSPs.,
.M. .uomuse FIERONSKY: LOC develcpment does not have to be
oo wxport-led with ..‘“‘.-‘ass-ts‘tance. Ve hava exazples of muny LOCs that have
developad from an internal situation, or froa their own trade JiberaliZation
efforts withaut depending on the-developed countries up to this point., So I
* domot think we have any obligation to try to‘help the ones tha? contdgor
" respond, ) N ‘
OR. SCHYDLOWSCY: 1 think the only ofe that has teen successful In the
Tong haul, has been the Sowiet Unfon. )
RS, HORTENSE FIEXODWSKY: 10, we have some exd=sles in Braztl. Yorvea,
’ Taiwan and Arge‘ntine.
y) PR. SCHYOLOMSKY: Well, those cases represent export-led growth,
RS, HORTENSE FIEXOWSKY: They didnot reqifre iny help from us to
expand exports. | . '
DR. SCHYDLOMSKY: They haue besn subsidizing thesr exnor-ts ir vartous
ways. And uhﬂe.tbe record 15 Pretty clear that they In_ve used subsidies.

+

they havenct been hit on {t, except In the casé of Beazil,
pRs BALKSSAT - Wedt, 1 thought 1 hesrd Wr. Golafincer talbing. I
. remember meeting him two years ago at the Worid pank whers he represented

\the AFLZEID in discussions on adjustment froblems. ve made 3 simitar
statement, 35 you haye done, when he asked the questson.  How Jong?
He answered: Fifty years. Indeed. 1t 18 diff1nudt to argue with gnoubtantiated
statements of this sorr. . -
Sut may I correct a factua) crror in your statm;!t? BraZii. ¥orea &nd
- Tadwan have 811 excerienced industrisl growth which has been Exporteled,
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Apart from the gains due to speclalization from comparative advantage, this
has been duz to ‘tbe fact that the countries {n question do not have suffi-
clently lavrge dowestic markets to permit efficlent production in the presence
of economies of scale, In turds restrictions on thelr exports would have

been detricental £0 the United States and other developed countries since .

they noqw‘ have earned 1ess foreign exchange to tmoort .from these countries.

The second point. Is that adJusteent assistance has worked in seve;-ﬂ
* countries In Europe and this is supported by the findings of the recent
OrCo suud.v.l And, tn at teast owe case, 1n 3 Uniroyal plant in Rhode
Islsnd producing rubber footwear, 1t has 41so worked n the United States.?
Thank you.
DR, XENEN: Any rore guestions?
an, you wanted 3 further comment, and [ want to reply to Bela, _
0R, SG{\'DLG!‘SKY: fieally, one of my further comments {5 to emphasize
even more strongly the point that less develoked countries use *helr export
proceeds to import from the developed countries. There is very,‘htfle‘
. ho;rdlng of foreign excl;aﬁge reserves, so that what 9oes out on one /si,'de
comes back in on the other.” ‘

Ipeveloprent Centre Of the Organization for Economic Cooperation and
Development: Adjustment for Trade, Studies on_Industrial Mjustnent
Problems and Policies,

2, f, McCarthy, ®Contrasting Experiences with Trade Adjustment Assistance,”
Hanthly tabor Revisw, June 1975.
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Now §t is true’that Brazil dispiaces the production of shoes in“
New Hampshire and it' does not generate demand for shoes on the other side.
The major demand is for machinery and the mach.nery may not be produced
in the same Hew Hampshire town in which the shoes are produced. This is
what ddjustment to shifts in comparative advantage is all about and one

has to be aware that this is where the problem exists. One has to be aware

. ot the fact that as developed. countrles supplies in some industries are

displaced. the demand for developed countries” Supplies in other industnes_
s1ms1 taneously increases.

_ How here e have the difference between LDCs and 0CS which comes
back to the point Peter was making .earl ier. LDCs do not accumulate foreign
exchange reserves, except fn the 0i1 countries (and we make a difference
between the 011 producing LDCs and the other LOCS). 0§} producing countries
cannot spend all of their reserves, and any exporis from them do mt come
back. into the e)tpenditure stream.

But the developed countries. Europe and Japan. do have very different
balance of payments sitvations. There iS no guarantee thai they i1
channel back to us what they displace in terms of domestic pmdudtion.
because their r:eserve policies do not rigidly set specific reserve luvels
such that any excess above those levels s rapidly spent. So the developed
countries have t0 rely on the flexibie exchange rate, the thing I mentioned
before, to generate, again, demand to offset the displaced domestic production.

In the LDCs, we do rot need to rely on flexible exchange rates. They
simply a0 not accumylate sxchange reserves becavse there 1 much too much

to expend them .upon,

PAruntext provided oy enic [
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.~ DR. KENEH: Let me make Just one or two comments in reply to some of

these issues, including corments on the red herring that I dragged across

-the table -- my suggestion concerning tariff quotas.

rs~ of all, Mr. !';arks has raised a very important issue. Academic
" #conomists do fail to deal with a mmber of the barrfers to labor mobility

Including the problem of vested pension vights. Hhat is worse, we fafl to

- recognize that occubational Mmobility has a geograph.ic_hiimension. If you

: .
Tooks for example, at the literature on optimum currency areas, you will

discover a total confusion of occupational with geographic mobility. Very

" often, the optimm currency area 1s defined implicitly as an individual

Horiter. since he may not be able to change occupatfon without 2150 changing
location, ‘ '

it seems to me, mor_eover.',' that we havg to give more emphasis to
lacalizgd adjustment assistance. if only because we have one-member con-
s_tii:u;encies 1'n congres§, and there w1l always be strong pr;ssure; to
protect or help constitutents where they are, rather than helping them

to qo ¢lsevhere. »

I would Yike now to say a few words about tariff quotas. First, it

+.probably ixrue that a disturbance that favolves an increase of exports

to us will eventually involve an increase of imports from us. However, I
suggest the process is slow and diffuse, and is certainly less well per-
ceived than when 3 disturbance arises domestically, ‘

I wiuld also ask you not to invoke flexible exchange rates as a soluti;:m

to a problem of this kind. We do not have flexible exchange rates.. He

" have one freely fluctuating rate between the mark and the dollar, a couple

of others that do not fluctuate as freely, and a few that are steadily

-
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depreciating. The rest, however. are fixed. It 1s a disservice to drama-

tize the difference between ﬁug&st 14, 1971 and february, 1973. The

exchangesrate regime i5 a mixed system, and it does not solve trade prob-

lems or monetary prob_1ems as readily as some of us promised that it would.
’ &li!:h respact to the problem of new_producers. 1 did suggest that one

night underallgcate the initial quota {f.e., the quota coming in at the

. o1d tariff rate}. This would Teave room for the assignment of small quotas

to peu‘producers. To illustrate, any country that did not have as much as-'
a one percent share of inports into the U.S. marl:et on the benchmark dat.e
could Increase its sales at the old tariff rate until its sales reached:
say, two or three pércent of total imports within the originq] quota.
Finally, let me address myself to the problem that arises when LDCs

are the “source” of the Injury and are also subject to an LDC penalty rate

"that 15 only half as high as the penalty rate faced by other countries.

The solution is to set the rate at what you want it to be for the LDCs,
tlr'; double 1t for the DCs* rate. In other words, you can impose the {m-
p6rt limitation that you want by appropriately adjusting the rate structure,

On that note, T will subside in favor of one more coment or question
from the floor. . ]

HR. JERRY LaPITTUS: Dr. Schydlowsky, your argument might be slightly

.akaned i:y advocating a single policy solution for two distinct sources

of the divergence between social and private ;narginal costs .

In passing, you remarked that besides externalities in production and
fnfant industries, LDC export competitivenes; 1s weakened by a host of

domestic policy distortions such as dvervalued exchange rates and export

bo
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hﬁs. As @ result ‘of advocating export sabsidies for bath external ities
and policy distortion problems you get the people in this audience .{and
you would get thk people in the Multilateral Trade Negotiation) upset.for
4 very good reason. You would be' advocating a system of permitting export
subsidization as a result of and as a soluti’,on to policy distortions
uit!uin the LOCS themselves. You imediatelyzget the response that I
balfeve Mr. Marks mentioned «- that 1f you were to permit the LOCs to

. suﬁsidize exports on grounds of POlicy distortions. you would not resolve.
¢+ but rather, per;:etuate the problem, and this is a danger that I'II:ISt be
avolded. -

To resolve the problem, you should distinguish between production
externalities and policy distortions as sources o[;divergence between
59c1a1 and private marginal costs. Production externali-tieé do provic.le
an efficiency-based reason for subsidization which may prove acceptable
from the Point of view of most economists. dffsetting domestic policy
distortions by export substdization is not 1ikely to be regarded as an
acceptable form of subsidization in the context of the MTN. _

I do not know whether you agree or not -- whether {t merits comment
on yofur part. . o

DR. SCHYDLOWSKY: I am famildar with the argument. It is a first-best
arg I nt. But it seems to me to be In the same category as the one about
fixing exchaqge‘rata. Because fixed exchange rates gemerate discipline.
the thinking was that the moment you let the exchange rates fluctuate there
is géing to be nothing to encourage discipline.

1 am convinced that you cannot get !i'id of distortions excePt over a

-fairly long period of time and only after you have a much higher growth
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raty. So it ssems to Ime you Lave got to start wiﬁ:_i::he compensation. the
bandages 1f you will, which is your second best measure. Ypu can then
gradvally work Your way to the first bestweasure.

The point is that you have got to_start there because when we insisj:
upon Flrst best measures. nothing happens. Hence. ! have ¢oncluded there
is no point 1n beating my head against the wall. [ would rather walk
aroynd the wa.ll 1f 1 want to get behind 1t. vather than tr¥ing to do the
1mossible -- golng through 1t. '

DR. KENEN: We have reached cur scheduled time for adjourmment.




